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Editorial Comment ¥ 
(Contributed ) ; 


The amendments to The Municipal Act which g 
Municipal were passed by the Ontario legislature this year Bi 
Auditors include a provision that “The council shall ap- 
point as auditor a person who is licensed by 
the Department as a municipal auditor.” A parallel amend- 
ment to The Department of Municipal Affairs Act empowers . 
the Department to “grant, upon payment of the prescribed * 
fee, a license to every person whom the Department deems : 
qualified to perform the duties of a municipal auditor, and 
to refuse, suspend or revoke any such license.” 

These changes are doubtless intended to remedy a situa- 
tion to which attention has frequently been called in these 
columns in which the natural tendency is for the small 
municipality to appoint as auditor an amateur who knows 
little or nothing about municipal law and accounting but 
who perhaps will undertake to “audit” the books for a fee 
at which no professional auditor could afford to assume the 
responsibility. This form of false economy has proved in 
many instances to be one of the worst extravagances of the 
council of the small municipality and the new regulations 
can and should save local authorities substantial sums of 
money. Whether they actually will do so would seem to 
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depend on the manner in which the authority conferred 
upon the Department is exercised by it, that is to say upon 
the professional standard exacted from the licensee. We 
have no information upon this aspect of the matter but we 
suppose that the usual procedure may be adopted, that is, 
of issuing licenses without further examination to prac- 
tising accountants who have passed recognized professional 
examinations, and to others who are able to pass an ex- 
amination designated by the Board or set by it. Interest 
will then centre on the professional examinations to be 
“recognized” and the scope and severity of the departmental 
examinations. The legislation is to be welcomed meanwhile 
as reflecting an enlightened public opinion on a matter of 
great social concern. 


At one stage in the war loan campaign of last 
Taxes and June the Minister of Finance expressed sur- 
Savings prise and disappointment—with even a touch 

of annoyance—that the salaried or “middle-in- 
come” group had not subscribed for the loan in greater 
amounts. We can understand the Minister being disap- 
pointed but we do not think that he should have been sur- 
prised. The group of which he was complaining had been 
subjected by him, in the eighteen months preceding the loan 
issue, to what was probably the most abrupt increase in di- 
rect taxation experienced by any group in any country in the 
world. This also is the group in which the typical expendi- 
ture pattern would reveal a quite modest expenditure on 
consumption goods and a heavy expenditure on voluntary 
savings in the form of life insurance premiums, mortgage 
amortization and so on. It is not an easy thing for anyone 
to adjust his pattern of expenditures violently over a very 
short period of time, and it is a particularly difficult thing 
to do for a man who has been in the habit of consuming 
only a small part of his income and saving the remaining 
and greater part. 

It is possible and indeed probable that the existing level 
of taxation on the middle-income group is already high 
enough to compel that group to “disinvest” by reducing 
savings, since reductions in consumption expenditures are 
not practicable on a scale commensurate with the increase 
in taxation. Now a group which is finding it necessary to 
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reduce its “savings” expenditures in order to pay its taxes 
cannot be expected at the same time to be a heavy sub- 
scriber to loan issues. The Minister, therefore, instead of 
criticizing the salaried group for their suggested tardy 
response might in fairness have remarked that the actual 
source of the many millions of dollars subscribed by in- 
surance companies and other like institutions and so heavily 
publicised is very largely the savings of this group — to 
whom, rather than to the institutions themselves, should 
go the credit for the millions subscribed. The salaried 
group is one which instinctively and of necessity saves as 
much of its income as it can and practically all that it saves 
goes, either directly or else through the agency of savings 
institutions, into the financing of Canada’s war effort. The 
state can appropriate purchasing power by either taxing or 
borrowing but it cannot borrow what it has already taken 
away by taxation. 


Canadian corporations which number among 
Attracting their shareholders residents of the United 
Tourists States have an opportunity to proclaim this 

country’s facilities for pleasant vacations by 
enclosing with their dividend cheques an invitation to spend 
the dividend cheque (et al.) on a holiday in Canada. A 
particularly happy example of this type of publicity has 
just come to our attention in the form of a folder depicting 
typical tourist attractions from British Columbia to Nova 
Scotia and high lighting Canada as a fisherman’s paradise. 
The photographs are excellently chosen, attractively re- 
produced on an adequate scale and allowed to speak for 
themselves. But really first class publicity of this kind is 
within the reach only of the largest companies; private 
enterprise therefore is justified in these companies only if 
the number of United States shareholders is great. In these 
circumstances it would seem to be well worth while for the 
Dominion government to prepare and supply free of charge 
to all other companies, according to the number of United 
States shareholders on their registers, an impressive folder 
of this type—making a special appeal to the angler, who 
apparently is the most spendthrift of persons when once he 
gets away from home. 
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Of the third interim report which the Com- 

Control of mittee on War Expenditures laid before 
War parliament shortly before its adjournment 
Expenditures in June, the part which received most pub- 
licity in the popular press was that dealing 

with the personnel of headquarters establishments of the 
army and its military districts, the navy and its dockyards 
and the air force and its commands. It had been suggested 
to the committee that very large economies could be ef- 
fected by the use, in duties of a purely routine or clerical 
nature, of civilian clerks whose rates of pay would be in 
accordance with their grades as fixed by the Civil Service 
Commission instead of service personnel, both officers and 
other ranks, receiving pay and allowances according to 
rank. The replies to questionnaires which the committee 
sent out lent support to this suggestion, but the commit- 
tee, being conscious of the difficulty of revising an existing 
establishment downward when once it has come into ex- 
istence, limited itself to proposals for the financial control 
of any establishments which might be set up in the future. 
Important and interesting as these researches of the 
committee may be we do not think that they are nearly so 
important from the viewpoint of economy as its recom- 
mendations with regard to the control of expenditures upon 
the plant and equipment of the military, air and naval 
establishments. The committee was in favour of the ap- 
pointment in each service department of a “civilian financial 
superintendent whose duty it would be to look after and 
control the financial arrangements of the department, who 
would have his representatives working in the branches of 
the service in liaison and co-operation with the senior ser- 
vice officers, and who would be responsible directly to the 
deputy minister.” “Financial controls over army, navy and 
air force expenditures in the hands of the civilian authori- 
ties do not involve any conception of superiority over the 
service personnel. ... The basis is rather in the fact that 
the furnishing of financial resources for war purposes is a 
civilian responsibility of the nation at large and that there 
is a duty on the part of the Minister of each defence de- 
partment to see that the resources so furnished are used 
to the best possible advantage.” So, apologetically, spoke 
the committee. The man in the street however can perhaps 
be excused if he expresses bluntly the opinion that the 
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civilian whose training has been in administration and fin- 
ance is as much superior to the professional soldier in this 
field, as he hopes the professional soldier is superior to the 
civilian in the exercise of what the army would call the 
“operational role.” 


At the annual meeting of an English com- 
Remuneration pany held last year a shareholder raised 
of Auditors the question whether it was legal for the 

members of a company to delegate to the 
directors the fixing of the auditor’s remuneration, in view 
of the statutory provision that “the remuneration of the 
auditors of a company shall be fixed by the company in 
general meeting.” Apparently counsel advised the com- 
pany that no such right of delegation existed and because 
of that opinion and of the importance of the question to the 
profession at large the Council of the English Institute 
sought the opinion of their own counsel on the subject. The 
latter endorsed the view that the function of fixing the 
auditor’s remuneration could not be delegated to a board 
of directors but added that although the shareholders them- 
selves must fix the remuneration they need not do this at 
the meeting at which they appoint the auditor but could 
do it at the next general meeting (which presumably would 
usually be the next annual meeting). 

It is in many situations quite impractical, or at any 
rate most inconvenient, to decide upon the auditor’s remun- 
eration at the time he is appointed and thus highly desirable 
that a power of delegation should reside in the shareholders. 
The authors of The [Dominion] Companies Act, 1934, are 
to be congratulated on their vision in expressly providing 
by section 118 (7) of the Act that as an alternative to the 
procedure of the British Act the remuneration of the aud- 
itor may be determined “by the directors pursuant to auth- 
orization given by the shareholders at the annual meeting.” 
But certain of the provincial companies acts use the same 
wording as the British Act without any alternative (com- 
pare for example section 136 of the Ontario Companies 
Act) and the opinion of eminent counsel secured by the 
English Institute is therefore of direct concern to the mem- 
bers and auditors of companies incorporated in those pro- 
vincial jurisdictions. 
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Two months ago we referred to an ar- 
Utilization of ticle in which Professor C. A. Ashley 
Corporate Profits had urged the need of a thorough statis- 

tical study of corporation dividend 
policies. Just at that time—as we now learn—there were 
published by the University of Michigan the results of a 
study of precisely the kind which had been advocated.’ This 
study embraced the income administration over the years 
1922 to 1936, inclusive, of 72 United States corporations 
falling into 12 industrial groups. In each of these groups, 
except automobile equipment manufacturing and retail 
trade, the companies selected for survey owned over 60 
per cent. of the aggregate assets invested in the group by 
important corporations whose shares were widely held. The 
sample can therefore be regarded as a significant one even 
though it is biassed to some extent by the circumstance 
that it was necessarily restricted to concerns which had 
been continuously in operation from 1922 to 1936. 

The author’s observations and conclusions are interest- 
ing and to some readers they will be not a little startling. 
They cannot fairly be summarized here but they include 
a finding that the corporations which suffered losses in the 
depression years 1934-36 cut their dividend rates drastically 
in those years so that although the aggregate amount of 
dividends paid by them from accumulated surplus was large 
(absolutely) in a number of cases, yet is was small when 
compared with the earnings which they had withheld dur- 
ing the twenties. The study also seemed to demonstrate 
that generally there was no apparent relation between earn- 
ings reinvested during the twenties and dividends paid dur- 
ing the early thirties. 

We are pleased to note that a parallel study in the 
elevator, milling and baking industry in Canada is published 
in this month’s issue of THe CANADIAN CHARTERED ACCOUNT- 
ANT. It is to be hoped that these are only the first of a 
number of equally competent studies to be made of the 
United States and the Canadian scene. 





10. J. Curry, Utilization of Corporate Profits in Prosperity and De- 
pression. (Michigan Business Studies, Volume IX, Number 4), pp. 131. 
$1.00. 
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WHAT ARE PROFITS? 


By H. D. Clapperton, Chartered Accountant, 
Montreal 


— recently remarked that a not implausible case 

might be made in support of the proposition that ac- 
counting is merely a state of mind. He was discussing a 
celebrated case which involved the non-existence of assets 
presumed to be in possession of the company. His conten- 
tion was the accounting was all right as long as people 
thought the assets existed. 

This proposition is very far removed from the one gen- 
erally assented to, namely, that accounting is a science with 
fixed principles and that knowing the principles the account- 
ant can ascertain absolutely whether a particular transac- 
tion or series of transactions have given rise to a profit or 
not. 

These two propositions represent extreme views. Some- 
where in between lies the truth. 

If accounting is a science it is not an exact science. This 
statement should hardly surprise men of affairs who are 
familiar with the fact that estimate and opinion play a part 
in accounting that is much larger than is generally realized. 
Nor, if a science, is it a logical one? On occasion it exhibits 
a preference for prudence rather than logic. Its principles 
can scarcely be laid down in a manner that will command 
universal acceptance. Not long ago a certain foundation in 


~ New York entrusted the task of framing a statement of ac- 


counting principles to two professors of Accountancy and a 
professor of Law. Did the statement silence criticism? It 
did not! The American Institute of Accountants believed 
the report to be a highly valuable contribution to the dis- 
cussion of accounting principles. It was indeed a valuable 
contribution and it commanded a respectful hearing, but 
that was all. 

It is even questionable if the principles enumerated were 
indeed principles and not merely rules. A principle as op- 
posed to a rule is the difference between the genus and the 
species. The principle is the genus and the rule or stan- 
dard is the species. It is a principle of accounting that the 
expenses and receipts should be properly allocated to their 
particular period. It is also a principle that unrealized 
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profit should not be brought into the income account. These 
are principles because they are universal and applicable to all 
audits. The statement that inventories should be taken at 
cost or market is a rule because it is not universal. When 
faced by practical difficulties industry does not hesitate to 
value inventories at selling price less, of course, the cost 
of bringing the goods to market. 


Accounting for Transactions Not Completed 


Estimate must of necessity play a large part in ac- 
counting, for the accountant does not usually deal with 
closed transactions. While the machine is still functioning 
he must be prepared to state the outcome even if a long 
interval may elapse between the beginning of a transaction 
and its completion. It may take years to erect a bridge but 
the company erecting the bridge must be prepared to ac- 
count yearly to their present stockholders and in a manner 
that does justice to them. It would be a comparatively easy 
matter to postpone the reckoning until such time as the con- 
tract is complete, but that might do less than justice to the 
holders of income bonds, preference stockholders, tax auth- 
orities and investors generally. On the other hand the 
contract is subject to various hazards and these must be 
properly discounted and provided for. 

Opinion or judgment plays an equally large part in ac- 
counting. If accounting were a matter of rules and the 
successful application of these, the way of the profession 
would be made easy. Inevitably it would cease to be a pro- 
fession. The role of the accountant is to bring to bear 
an informed judgment based on business experience, and a 
knowledge of accounting principles or rules, on a number 
of facts. The exercising of this judgment, it may be men- 
tioned in passing, marks the dividing line between aecount- 
ancy and bookkeeping. Bookkeeping is an art—the art of 
recording facts; accounting is the ability to interpret these 
facts. 

Recognition of these facts is not always apparent. A 
well-known accountant acting as a witness in a case, during 
cross-examination, surprised counsel by saying that a bal- 
ance sheet certified by his firm might have been equally 
certified although it showed a surplus less by $250,000. 
Counsel was of the opinion apparently that a balance sheet 
was made up of figures which were capable of exact as- 
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certainment. The witness went on to say that the $250,000 
represented the limits probably of honest difference of 
opinion with regard to certain estimates. 


Few Principles in Accountancy 


If accounting is a science it is one possessing few prin- 
ciples. From these principles spring a variety of rules. 
We need not be surprised therefore if different companies 
engaged in the same industry adopt different methods of 
arriving at profits. In one industry, for example, one com- 
pany employs the last-in, first-out method as a basis of 
valuation for its inventories. Prior to the adoption of this 
method of valuation the basis of valuation had been average 
cost. Still, if their deflationary policy is compared with that 
of another company employing the average cost or market 
basis, it will be seen that in a period of rising prices one 
company would be showing a profit on raw material while 
the other would not. The converse would be true in a 
period of falling prices. Who shall say which is right? 
Does the investor or the statistician ponder the fact in 
comparing the profits of the companies that different meth- 
ods of computation may have been employed? Probably 
not. This same company calculates depreciation on an 
annuity basis. Many companies use the straight line meth- 
od or the diminishing arithmetical basis. Public utilities 
deal with depreciation in a manner different from that of 
the ordinary industrial company. It may be remarked 
parenthetically that probably a good many of their present- 
‘day troubles spring from that fact. In comparing the 
profits of an industrial company with those of a public 
utility, is that difference always present in the mind of the 
investor? I am not sure that it is. 

Another item which for a long time received different 
treatment by companies in the same business was stock 
dividends. Some investment companies regarded these as 
proper additions to income account while other companies 
took no notice of such a dividend contending that as the 
paying company had not distributed any assets there could 
be no dividend. For American companies the question has 
been settled by the ruling of the New York Stock Exchange. 

If looking for guidance in our search for principles we 
turn to the Dominion Companies Act, we find none. Al- 
though it speaks of income and net profits and capital, earned 
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and distributable surplus, these are nowhere defined. There 
is nothing in the Act to tell us how inventories are to be 
valued or depreciation is to be calculated nor what are to 
be regarded as non-recurring profits and losses. If we wish 
to know some of the rules for ascertaining profits we must 
go to the courts for enlightenment. In some cases the 
courts have frankly confessed their inability to lay down 
rules and have suggested that profits are determined ac- 
cording to the practices of business men. However, the 
court in one case was brought face to face with the issue. 
“Profits,” said the Lord Justice Fletcher Moulton in re 
Spanish Prospecting Co. Ltd. (1911), “implies a comparison 
between the state of a business at two specific dates usually 
separated by an interval of a year. The fundamental mean- 
ing is the amount of gain made by the business during the 
year. This can only be ascertained by a comparison of the 
assets of the business on the two dates. For practical 
purposes these assets must be valued and not merely enu- 
merated. An enumeration might be of little value. Even 
if the assets were identical at the two periods it would 
by no means follow that there had been neither gain nor 
loss because the market value—the value in exchange of 
these assets—might have altered greatly in the mean- 
while.” 

One obvious weakness of the definition is that it fails 
to distinguish between capital and revenue profits. Further, 
it assumes that the assets can be valued and that the 
market value is the value to be applied. 


Realized and Unrealized Profits 

The definition also fails to distinguish between realized 
and unrealized profits. The distinction between the two is 
important, for unrealized profit should not be credited to 
income account either directly or indirectly. When is a 
profit realized? The following quotation is from the cor- 
respondence between the American Institute of Accountants 
and the New York Stock Exchange. “Profit is deemed to be 
realized when a sale in the ordinary course of business is 
effected unless the circumstances are such that the collec- 
tion of the sale price is not reasonably assured.” It should 
be pointed out that the English courts apparently have not 
always observed the distinction, as the case of Ammonia 
Soda Co. v. Chamberlain (1918) shows. Ammonia Soda Co. 
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had suffered trading losses. A valuation of the assets of 
the company made by two directors was set up and the 
appreciation in the value of the assets set off against the 
trading losses, thereby showing net profits out of which 
dividends were paid. In this case the court upheld the 
procedure. 

Unrealized profits arise mainly from a revaluation of 
fixed assets. Lord Justice Fletcher Moulton seems to imply 
that a yearly revaluation at market values is possible. 
Apart from the fact that a revaluation is difficult, if not 
impossible except in the case of so-called cash value assets, 
it would not serve any practical purpose. It is scarcely 
possible to express the value of a going concern as the 
sum of its individual assets. 

It is rather interesting to note that accountants while 
they insist against the inclusion of unrealized profit in the 
income account yet insist equally on the deduction from in- 
come of unrealized losses. This is one of the instances 
where accountancy adopts a prudential rather than a logical 
attitude. 

Capital and Revenue Profits 

To return to the definition, there is no distinction made 
between capital and revenue profits and yet the distinction 
is fundamental. What differentiates capital profits from 
revenue profits? It is the fact that these are non-recurring 
and are not derived from the trading operations of the 
company. No English accountant would, I imagine, serious- 
ly quarrel with this statement but I doubt if American or 
Canadian accountants would wholly agree with it. Some 
take a much narrower view of capital profits, regarding 
these as arising from such sources as sale of capital stock 
at a premium, donated stock, forfeited shares and surplus 
shown by the accounts at organization and reorganization. 
Under the Dominion Companies Act dividends may be paid 
out of capital profits. This is not true in the case of com- 
panies incorporated in some of the States of the American 
Union. It used to be thought that in England capital profits 
were not available for dividend purposes, but that view does 
not prevail now. 

Profits which are non-recurring and not derived from 
operations may still be included in the income account under 
a special heading. This is the scheme of the Dominion 
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Companies Act. Profits arising out of the sale of fixed as- 
sets are non-trading and non-recurring and, it is submitted, 
should be included in the income account under that heading. 

However, the point to be made is that it is of the utmost 
importance to distinguish between capital and non-recur- 
ring profits and trading profits. With the statement that, 
generally speaking, the value of a business is the capitalized 
value of its normal income, hardly anyone will take issue. 
How the normal income should be ascertained and how it 
should be capitalized is another story that need not concern 
us at the moment. But normal income will not be ascer- 
tained if we fail to distinguish between capital and revenue 
profits and surplus, and so I quote again from the corres- 
pondence between the American Institute of Accountants 
and the New York Stock Exchange—“Capital surplus, how- 
ever created, should not be used to relieve the income ac- 
count of the current or future years of charges which would 
otherwise fall to be made there against.” 

Probably it has not escaped the notice of the reader 
that recently a prominent Canadian company reduced its 
capital stock and charged to the surplus thus created un- 
amortized bond discount. This procedure will relieve the 
income account for the future of the proportion of discount 
during the currency of the bonds. 


Secret Reserves 


The rules for determining profits are complicated by the 
question of secret reserves. Secret reserves are in effect 
very often a provision made in a year of large earnings 
for future losses. These reserves are drawn on in lean 
periods, properly disclosed of course, to increase earnings. 
Much has been written on the subject of secret reserves and 
the proper disclosure of them. It is not proposed to discuss 
the point except to mention that it is one that must not be 
lost sight of in the ascertainment of profits. 

It is interesting to note that it used to be the English 
practice to regard not only secret reserves as permissible 
but to draw on these without what might be regarded as 
sufficient disclosure. This attitude arose from the fact that, 
mistakenly, the professional accountants who reported on 
the accounts of the companies felt that they had no re- 
sponsibility for the details of the profit and loss account. 
This was an error as was shown by the Kylsant case. In any 
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event the degree of disclosure made in financial statements 
has been greater since that court case. 
Dividends Paid from Capital 

The question of dividends received and paid is insepar- 
able from the question of profits in the case of a limited 
company incorporated under the Dominion Companies Act. 
Except in the case of companies working wasting assets, 
there is a prohibition against dividends which impair the 
capital of the company. The intent of the Companies Act 
is that the company shall maintain assets equal in value 
to the liabilities and capital stock. This prohibition which 
seems easy of application is far from that in practice. If 
the company purchases assets and the market value be- 
comes less than cost, is cost or market to be taken as the 
standard of measurement in deciding whether capital is 
impaired or not? For this purpose, is one entitled also to 
regard deferred expenditure as an asset? There is, in the 
English Companies Act, nothing requiring the maintenance 
of the capital, and so the question arises whether an English 
company if there are profits for the year may disregard a 
deficit in the profit and loss account at the end of the pre- 
ceding year. There are decisions indicating that such may 
be the law in England but these are not necessarily binding 
in Canada. Dividends received should accordingly receive 
scrutiny. These may be paid out of a surplus in existence 
when the investment was made or from current earnings or 
partly from capital. It is a sound rule of accountancy that, 
when a holding company acquires the shares of a subsidiary 
which has a surplus, the surplus of the subsidiary at the 
date of purchase is not regarded as surplus of the holding 
company. Consequently any dividends paid out of the sur- 
plus of that subsidiary are credited against the investment 
in the books of the holding company. 

Accounting is progressive and its rules are constantly 
under examination by its practitioners. Business forms 
change and introduce new problems and there is also at 
work a constant effort to define and standardize accounting 
terms and practice. Some theorists have lately been ex- 
amining the method of ascertainment of profits. Their con- 
clusions, based as these are on theoretical considerations 
and involving the determination of a theoretical net worth, 
do not commend themselves to practical men. It is for this 
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reason that as a rule the business man prefers the method 
of straight line depreciation to any of the other methods. 
However, accounting is not stationary, and out of the 
search and research at present going on may emerge a 
better understanding of what are profits. 

Accounting Terminology 

Nothing has been said regarding accounting terminology 
and yet its bearing on the subject is obvious enough. It is 
all very well to have principles or rules but the terms em- 
ployed in stating these require definition. What kind of 
“cost” and what kind of “market” has the reader in mind? 
“Accountants,” according to the statement of Accounting 
Principles already referred to, “may properly arrive at cost 
on a basis of (a) first-in, first-out, (b) last-in, first-out, 
(c) average cost or (d) base stock method as may be most 
appropriate. For raw materials, ‘market’ usually means 
the buying or replacement market: as to work in process 
and finished goods ‘market’ means the cost of reproduction 
or replacement unless the realization prices are lower, in 
which case they would govern.” 

In reckoning market, is one entitled to take the average 
market price or does market mean the market price of each 
individual item of the inventory? The former is the Amer- 
ican view, the latter is the English view. 

The Dominion Association of Chartered Accountants, 
following the lead of the American Institute of Account- 
ants, has been engaged in defining accounting terms. The 
practical importance of the subject is plain and in defining 
terms the Dominion Association and American Institute 
are rendering a real service to accountants. It will be pos- 
sible to cite an authoritative definition in future when it is 
necessary to do so. Heretofore each writer in accounting 
was apt to nlace his own interpretation on certain account- 
ing terms often to the confusion of the reader and the law 
courts. 

Some mention of the statement of profits prepared for 
insertion in a prospectus issued for the purpose of raising 
capital should be made. For this statement of profits the 
accountants employed by the promoter or issuing house are 
usually responsible. In this respect the statement of profits 
for prospectus purposes differs from the statement issued 
annually by the company for which the company is respon- 
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sible. It is an unfortunate fact that the figures shown by 
the two statements are rarely in agreement. For this there 
are many reasons but the commonest is the habit of charg- 
ing to surplus items that are really adjustments of prior 
years’ profits. However, this is not the place to make any 
extended reference to the proper statement of profits for 
prospectus purposes. On this point there is much fruitful 
reading in the report of the Kylsant case to which previous 
reference has been made. 

And so we come back to the question with which this 
paper started “What are Profits?” The answer is that of 
the late Lord Halsbury in the case of Dovey v. Covey: “I 
doubt very much whether such questions can ever be 
treated in the abstract at all. The mode and manner in 
which a business is carried on and what is usual or the 
reverse may have a considerable influence in determining 
the question what may be treated as profits and what is 
capital but what are profits and what is capital may be a 
difficult and sometimes an almost impossible problem to 
solve.” 


FINANCIAL POLICY OF MANAGEMENT IN THE 
ELEVATOR, MILLING AND BAKING 
INDUSTRY 


By J. D. Campbell, Chartered Accountant, 
Kingston, Ontario 


N an article “The Source and Application of Funds State- 

ment” appearing in the March 1941 issue of THe Cana- 
DIAN CHARTERED ACCOUNTANT an attempt was made to set 
out in general terms the nature of the application of funds 
statement and the uses to which it might be put. In the 
following study an attempt will be made to illustrate em- 
pirically the specialized use of the statement as a tool for 
interpreting the financial policy of management. The ele- 
vator, milling and baking industry has been chosen for this 
purpose covering the years 1934 to 1940 inclusive. 

The collection of the data involved an examination of 
the published statements for the companies reviewed and 
the preparation for each individual company of a series of 
source and application of funds statements supplemented 
by a detailed analysis of changes in working capital cover- 
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ing the years 1934 to 1940. These have been summarized 
under the subdivisions within the industry—elevator, milling 
and baking—and for the industry as a whole. 

As the information collected lent itself readily to a 
standardized pattern, the process of consolidation was con- 
siderably simplified. In the process of consolidation within 
each industry, all companies having their fiscal year-ends 
within the calendar year were consolidated under that cal- 
endar year and therefore the information presented must 
be weighted in its use on a yearly basis to the extent that 
the fiscal year-ends differ from the calendar year-ends. 

The study covers in all eighteen companies represent- 
ing those companies in this industry for which published 
statements disclosing the required information were avail- 
able. Of the companies examined thirteen were of Domin- 
ion and five of Ontario incorporation. The year-ends of the 
companies examined in this industry varied considerably, 
seven as at 3lst July, four as at 3lst August, two as at 
380th June, one as at 31st January and four as at 31st De- 
cember. The dates of incorporation of the companies ex- 
amined ranged prior to 1929 and extended back to the year 
1903. 

The three subdivisions treated within the industry (ele- 
vator, milling and baking) bear a close relationship in that 
the companies studied, particularly in the milling sub- 
division, carry on extensive operations either directly or 
through subsidiaries and/or affiliated companies in the field 
of the other subdivisions. Insufficient information was 
presented in the published facts for certain of the companies 
to enable a minute segregation to be made intelligently. 
Where such a condition existed the basis of segregation as 
between subdivisions in regard to the companies studied 
was made on the grounds of the most important type of 
operation carried on by the company. 

Any discussion of the elevator, milling and baking in- 
dustry in Canada is connected at least indirectly with the 
question of the wheat problem (nature and amount of the 
carry over) and the steps which have been taken by cer- 
tain governmental bodies in relieving certain of these prob- 
lems. The guaranteeing of wheat prices administered by 
the Canadian Wheat Board formed in 1935 is characteristic 
of such control. 
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Elevator Companies 


Tables 1 and 2 present the relative information collected 
in respect to the eight elevator companies examined for the 
years 1934 to 1940 inclusive. 

Table 1 reflects for the years 1934 to 1936 a fairly con- 
sistent management policy within this subdivision of the 
industry. The dividends paid during these years remained 
relatively stable and were sufficent to absorb reported earn- 
ings. Working capital increased by more than three million 
dollars and net funded indebtedness and equity holdings 
were reduced by approximately a million and a quarter 
dollars. The funds required by management in implement- 
ing the above policies were provided by an excess of de- 
preciation charged to operations over the funds actually 
expended on the purchase of fixed assets. The increase in 
working capital (Table 2) may be traced primarily to a 
decrease in bank indebtedness in excess of the correlated 
liquidation of inventories. 

The years 1937 and 1938 reflect changes which appear 
to be in direct sequence to the depressed nature of earnings 
in the elevator companies examined and the policies put into 
effect by management in meeting the situation. During 
these two years net reported losses within the companies 
examined amounted to approximately two million dollars. 


(Please turn to page 86) 
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The depreciation policy followed by management during 
these years was quite sympathetic with the trend of earn- 
ings showing a decided downward tendency. In 1938 the 
actual expenditures made by the companies on fixed assets 
exceeded the provision made for depreciation during that 
year. Although management policy as to redemption was 
modified considerably, net funded indebtedness and equity 
interests were reduced slightly over one half million dol- 
lars during these years. The funds required by manage- 
ment to carry out the policies outlined and to meet losses 
suffered during 1937 and 1938 were provided mainly by a 
reduction in working capital. As indicated in Table 2 this 
reduction was reflected by a decrease in inventories which 
was not counterbalanced by a similar decrease in bank in- 
debtedness as was the case in former years when the work- 
ing capital was being built up. The impact arising from the 
application of the policies outlined upon working capital in 
1937 was lightened slightly ($300,000) by an excess pro- 
vision for depreciation over actual funds expended on fixed 
assets. 


The years 1939 and 1940 showed a resumption of the 
policies followed prior to 1937 which in turn may be traced 
to the decided upward trend in reported earnings during 
these two years and particularly during the year 1940. Al- 
though dividends increased in 1940 above the average level 
for the years 1934 to 1939 there still remained retained 
earnings (which were not distributed in this year) amount- 
ing to approximately half a million dollars. 

Depreciation provision, remaining sympathetic with the 
trend of earnings, rose rapidly in 1939 and 1940 and ex- 
ceeded the expenditures made on fixed assets in spite of 
the decided increase in these expenditures during these 
years. The funds made available for managements’ use, 
arising from the excess of the provision for depreciation 
over the expenditures on fixed assets and retained earnings 
during the years 1939 and 1940, were applied primarily to 
increase working capital although certain of the funds were 
applied in a net reduction of funded indebtedness and equity 
interests. 

As set out in Table 2 the increase in working capital dur- 
ing 1939 and 1940 was reflected in an increase in inventories 
in excess of the increase in bank loans. It is interesting to 
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note (Table 2) that from 1934 to 1937 management, within 
the elevator companies examined, followed a policy of re- 
payment of bank indebtedness which was correlated with a 
realization on inventories held. From 1938 to 1940 a re- 
versal of this policy took place during which period inven- 
tories and bank loans both increased. Referring to Table 
1 it is noted that during the same years (1938 to 1940) the 
companies’ expenditures on fixed assets also increased no- 
ticeably. In explanation of the above facts the suggestion 
might be advanced that as the elevator companies’ main 
source of revenue arises from storage rentals, management 
sought to benefit from the increased carry over of wheat in 
Canada since 1938 by expanding its storage facilities. The 
increase in inventories carried during these years merely 
supports this suggestion. The inventories carried were no 
doubt adequately covered by the sale of futures. 


Milling Companies 


The development of the flour milling industry in Can- 
ada parallels that of the wheat areas of western Canada. 
The extension of the railway in the last decade of the nine- 
teenth century brought with it storage systems and large 
mills designed to process the wheat “in transit” to the 
eastern and overseas markets. The advantage of the “in 
transit” rates was later extended beyond the western part 
of Canada to the eastern sections, but by the time this was 
brought into effect the larger milling firms had made large 
fixed capital investments in the western part of Canada. 

Tables 3 and 4 present the relative information in re- 
spect to the five milling companies examined for the years 
1934 to 1940 inclusive. 


(Please turn to page 90) 
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The characteristic features of management policy dis- 
closed in the milling subdivision of the industry for the 
companies examined were that in spite of rather widely 
fluctuating reported earnings over the years 1934 to 1940 
stable dividend and depreciation policies were maintained. 

The relative minor expenditures for fixed assets prior 
to 1939 coupled with a stable depreciation provision made 
funds available to management which were utilized, with 
the exception of the years 1934 and 1938, towards increas- 
ing working capital. 

Over the years 1934 to 1937 inclusive, reported earnings 
exceeded dividend payments by approximately one million 
dollars. These retained earnings were reflected in an in- 
creased working capital. The retention of a stable dividend 
policy in 1938 in the face of a drastic decline in reported 
earnings forced management to draw funds from the ac- 
cumulated working capital and from the excess of the de- 
preciation provision over expenditures on fixed assets in 
that year. The reported earnings for 1939 and 1940 in- 
creased considerably over those of 1938 reaching a level 
of two million dollars in each of these years which was over 
a million dollars in excess in each year of the dividend re- 
quirement. These retained earnings were utilized by man- 
agement in 1939 in increasing working capital and in 1940 
to provide funds for the expenditures made on fixed assets 
in addition to the funds provided through the charges made 
for depreciation during the year. 

With the exception of the year 1934 when redemptions 
of funded indebtedness and equity interests exceeded new 
issues to the extent of over one million dollars, new issues 
of securities (funded indebtedness) exceeded redemptions 
by small amounts yearly to 1939. The funds required to 
meet the net redemption in 1934 were provided by an excess 
depreciation provision over expenditures on fixed assets, by 
retained earnings and by a slight decrease in working 
capital. In 1939 and 1940 the amounts involved in issues 
and redemptions were negligible. 

An examination of Table 4 indicates the nature of the 
increases and decreases in working capital mentioned above 
over the years 1934 to 1940. The increase in working 
capital in 1940 may be directly traced to the funds provided 
from the sale of fixed assets.° 
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From the information presented in the shareholders’ 
reports available for the companies examined it appears 
that the increased expenditure for fixed assets occurring 
in 1940 represented an expansion within the industry in 
part engendered by the increased export demand for Can- 
adian flour in 1940, largely from the United Kingdom. This 
increased export demand permitted the milling industry 
to operate at a greater percentage of capacity than in recent 
years. 

Baking Companies 


In the report of the Registrar on an alleged combine 
in the bread baking subdivision of the industry in Canada 
in 1931, it was clearly set out that the inter-relationship 
existing between the milling and baking subdivisions of the 
industry had been established primarily by the milling com- 
panies to provide an assured domestic demand for a large 
portion of their output. The continued efforts on the part 
of the milling companies to gain a greater part of the 
domestic market to replace the loss of export outlets may 
be responsible in part or wholly for the management picture 
presented for the baking subdivision. 

The relative information collected in respect to the five 
baking companies is presented in Tables 5 and 6. 

The pattern of management policy for the baking sub- 
division of the industry differs greatly from that presented 
for either the elevator or milling subdivisions with the 
exception of the year 1940 when it coincides with the man- 
agement policy of the milling subdivision. 

Over the years 1934 to 1940 inclusive the baking indus- 
try is characterized by an expansion of fixed capital equip- 





*“The sum of $945,438 cash was realized from the sale of these 
assets (seventy-six country elevators owned by the Company in Wes- 
tern Canada) and is reflected in part in the increased working capital 
of the Company.’”’-—An extract taken from the acting-president’s report 
to the shareholders of the Western Canada Flour Mills Company, 
Limited, dated 4th November 1940. 
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ment over the estimated amounts required for renewals 
and replacements. This expansion was financed partly by 
issues of securities (prior to 1938) but primarily from 
retained earnings. This is contrasted with the policy fol- 
lowed by the elevator and milling companies which indicates 
possible disinvestment and the use of the funds so provided 
in reducing both current (bank loans) and long term in- 
debtedness. 

The management policy in regard to depreciation pro- 
vision and payment of dividends in the baking companies 
is similar to that disclosed for the milling subdivision of 
the industry, being relatively stable over the years 1934 to 
1940. The dividends paid do disclose a slight upward trend 
which coincides with the upward trend in earnings. 

As noted from Table 5 expenditures on fixed assets with 
the exception of the year 1935 exceed the provision for de- 
preciation in the corresponding years. Funds to finance 
this expansion policy were provided in part from issues of 
common stock (1934 and 1937) but for the most part from 
depreciation provided and from retained earnings repre- 
senting the excess of reported earnings over cash dividends 
paid. In 1938 and 1940 working capital was to a minor 
extent drawn upon to provide funds for this purpose. 

During 1938, 1939 and 1940 management reduced the 
outstanding funded indebtedness by an amount of over one- 
half million dollars. The funds for this redemption were 
provided by decreases in working capital in 1938 and 1940 
and from retained earnings in 1939. 

The retained earnings over the years 1934 to 1940 not 
only were sufficient to provide management with the funds 
required for the purposes previously suggested but also 
allowed management to build up working capital over the 
seven-year period by an amount of over a million dollars. 

Viewing this subdivision of the industry cumulatively 
for the seven years covered management policy shows a 
retention of earnings which were utilized in expansion of 
the fixed assets and correlated working capital requirements 
of the companies. 

The Elevator, Milling and Baking Companies 

Due to the close connection which exists between the 

milling and the baking subdivisions of the industry and the 
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operations which the milling subdivision carries on in the 
elevator field, it would appear to be quite permissible as a 
conclusion to present a consolidated picture for the industry 
as a whole over the years 1934 to 1940 inclusive. This has 
been done in the information set out in Tables 7 and 8. This 
information should be weighted by possible double count- 
ing arising due to the investment of one subdivision in that 
of another subdivision. The lack of information prevented 
an elimination being made in presenting the consolidated 
figures. 

With the exception of the year 1938 when rather severe 
losses were suffered by the elevator subdivision and a dras- 
tic decline occurred in the milling companies’ reported earn- 
ings, increases in working capital coincided rather closely 
with the excess depreciation provision made by the com- 
panies over the estimated requirements for replacements 
and renewals (purchase of fixed assets). In the year 1938 
working capital decreased considerably as management 
drew upon the working capital in this year to meet both the 
excess payment of dividends and losses suffered over re- 
ported earnings and the small excess of expenditures on 
fixed assets over depreciation provided. 

The net redemption of funded indebtedness and equity 
interests during the years 1934 to 1936 followed closely the 
amount of earnings retained within the companies for these 
years represented by an excess of reported earnings over 
cash dividends paid. New issues of securities equalled ap- 
- proximately the redemptions of securities outstanding over 
the years 1937 to 1939. In 1940 the redemption of secur- 
ities outstanding exceeded new issues by an amount of over 
a million dollars, funds for which were made available from 
retained earnings. 

Taken over the seven-year period the industry as a 
whole discloses funds provided to management from re- 
tained earnings amounting to $2,707,000 and from an ex- 
cess provision for depreciation over the estimated require- 
ments for replacements, renewals and expansion amount- 
ing to $6,095,000 which funds were utilized by management 
in net redemptions of outstanding issues of securities 
amounting to $2,771,000 and the balance with certain minor 
adjustments was utilized in increasing working capital. 
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THE CANADIAN CHARTERED ACCOUNTANT 


THE BALANCE SHEET OF CORPORATIONS 


Editor’s Note—The firm of Dun & Bradstreet, who are well-known 
throughout Canada and the United States, recently issued a 100-page 
brochure entitled The Balance Sheet of the Future, by Roy A. Foulke, 
has kindly supplied us with a copy for our reference library and for 
that of each Provincial Institute. 

In May 1940 this firm, in an attempt to know what was in the 
minds of bank loaning officers, financial executives of larger industrial 
and commercial corporations, mercantile credit men and accountants in 
the United States regarding certain accounting problems, mailed a 
sixteen-point questionnaire to carefully selected individuals in these 
four groups located in all parts of the country. Fifteen hundred copies 
of the questionnaire were sent to each group, and the replies were 343 
(or 22.9%) from the bankers, 341 (or 22.7%) from the corporate 
financial executives, 366 (or 24.4%) from the mercantile credit men, 
and 453 (or 30.2%) from the accountants. 

The sixteen points in the questionnaire covered a wide range of 
problems but were concerned mostly with the presentation of informa- 
tion in the balance sheet and the accompanying report or certificate 
of the auditors. A summary of the replies received from the four 
groups has been carefully prepared by Mr. Foulke and constitutes a 
large part of the brochure. We have been informed by Dun & Brad- 
street of Canada Limited, 159 Bay Street, Toronto, that some copies 
of the booklet are available on application and will be sent to applicants 
as long as the supply lasts. 

In the sixteen questions there are three which deal with inven- 
tories, the surplus account and the auditor’s certificate—subjects which 
are ever in the mind of the members of the profession in Canada. 
With the kind permission of Dun & Bradstreet we publish Mr. Foulke’s 
summaries of the replies regarding these three.—A.H.C. 


Verification of the Inventory 


Question: Do you feel that the auditor should accept 
full responsibility for verification of inventory? If your 
answer is “No,” do you think that the auditor should rely 
solely upon the client’s certificate, or verify the physical 
existence, the correctness of quantities and prices, but not 
grades or condition ? 


Summary of Replies: 


Yes No 
Bankers 41% 59% 
Corporate financial executives . 21% 79% 
Mercantile credit men 39% 61% 
Accountants 11% 89% 
These replies were tabulated according to the answer 
made to the first part of the question, namely, “Do you 
feel that the auditor should accept full responsibility for 
verification of inventory?” The majority of replies in every 
group was negative. 
100 
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Bankers—In explanation of their negative opinions, an 
exceptionally large number of bankers wrote that the 
auditor should not rely upon the client’s certificate; he 
“should make sufficient test checks to satisfy himself as to 
the existence of the inventories and as to valuation. The 
cost of complete check by the auditor would be prohibitive.” 
Two of the more snappy summaries read, “Should verify 
physical existence, correctness of quantities, and general 
condition,” and “Test check for physical existence, particu- 
larly for important amounts. Also verify computations of 
quantities and prices from the inventory sheet.” As a 
result of the McKesson & Robbins affair there seems to 
have developed complete uniformity of opinion regarding 
the “verification of physical existence.” Another typical 
but more elaborate reply by a banker read, “Unless auditors 
test-check inventory as to quantities, method of pricing, and 
mathematical accuracy, audit loses considerable value inas- 
much as inventory is generally one of the largest items on 
a balance sheet. To a degree accountants should be capable 
of passing judgment on condition of inventory. In many 
lines they would probably not be capable of judging quality 
or grades.” 


The limited number of bankers who replied ‘‘Yes,” that 
the accountant should accept the responsibility explained 
their opinion by stating that “as taking inventory involves 
mostly clerical work, an auditor could be called in at inven- 
tory time to supervise same and avoid duplication of effort,” 
or as another experienced banker phrased it, “The auditor 
should have the inventory taken under his closest super- 
vision and he should test check the results.” Other bankers 
pointed out that while this practice was highly desirable, 
many clients did not care to pay the added expense involved 
in carrying out such a program. 


Financial Executives—The general feeling of the financial 
executives seemed to be that the auditor could not and 
should not accept full responsibility. “He should spot 
check for quantity and also for prices,” or as another finan- 
cial executive briefly wrote, “Should make sufficient checks 
to be satisfied that client’s certificate is trustworthy.” This 
viewpoint was expressed over and over again in dozens of 
different ways, only an occasional executive feeling that 
the accountant should also “make sufficient tests to check 
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grades and condition of inventories.” Three returns were 
to the effect that the accountant should rely upon the 
client’s certificate but should make plain that he had done 
so. 

The corporate financial executives who replied in the 
affirmative, pointed out for the accountant to be responsible, 
he would need representatives present when the inventory 
was being taken and that depended upon the “client’s will- 
ingness to pay the necessary fee” or in other words, “Yes, 
if client would stand cost of this verification.” Only an 
occasional financial executive seemed to feel that the ac- 
countant should be responsible for verifying grades and 
condition, for as a general rule, auditors are not “qualified 
to accept such an assignment.” 

Mercantile Credit, Men—Many of the mercantile credit 
men expressed the view that the accountant should accept 
the client’s certificate, but at the same time “should make 
spot checks on existence, quantities, and prices,” or as a 


credit man on the Pacific Coast phrased it, “should verify 
physical existence but not grades and condition.” A rather 
limited number of credit men felt in a general way that 


“condition could be verified somewhat.” 

Unlike the bankers, credit men in the great majority 
of cases obtain only condensed financial statements, often 
only the balance sheet, and rarely the full audit. Asa result 
they have come to feel more than the bankers that the 
accountant should have more responsibility and do more 
of the work. Typical of this viewpoint was the reply, 
“Client’s certificate is valueless. Accountant should do all 
that can be done and take nobody’s word for anything unless 
necessary. All limitations in regard to thorough independ- 
ent check should be mentioned in the certificate. Should 
check existence, grade, and condition, if possible.” That 
reply covered a lot of ground. One credit man pointed out 
that “this has been tried out and proven successful in iso- 
lated cases. Automotive parts group for example.” Several 
credit men would not go quite so far, writing in the vein 
that “all auditors would be glad to verify if the management 
would be willing to pay the additional expense.” 

Somewhat modified ideas were also expressed such as 
“auditor should either take inventory himself or state on 
balance sheet that inventory figures were supplied by cli- 
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ent,” and “may not be practical but warning should appear 
on balance sheet and not be buried in the certificate or the 
footnote, if unverified.” 

Accountants—The percentage of accountants who replied 
in the negative to this question was naturally higher than 
in any of the other three groups. There were, however, a 
scattering of whole-hearted affirmative opinions. Even 
though the affirmative replies were few they merit consid- 
eration because of that very viewpoint. 

The problem of placing a value on the inventory is of 
outstanding importance. In the typical balance sheet of a 
wholesale or retail distributor, with the exception of re- 
tailers selling largely on the instalment basis, the inventory 
is the largest asset item and as such its valuation of great 
importance to the accountant. In a reasonable number of 
manufacturing lines of business, it is also the largest item. 
Because of this importance, accountants put more attention 
on their replies to this particular question than to any of 
the other fifteen. While many of the opinions were elabor- 
ate, the ground they covered, by and large, was similar to 
that discussed by the experts at the hearing in New York 
City in February and March, 1939, before the Securities and 
Exchange Commission in the matter of McKesson & Rob- 
bins, Inc. 

The tenor of most of the replies was that the auditor 
should not accept full responsibility for the verification of 
the inventory. “An auditor can never be an appraiser nor 
a guarantor.” “The auditor is not an appraiser. He does 
not know the value of goods.” The replies were, of course, 
qualified by respective accountant’s own experience in vari- 
ous lines of industrial or commercial activity. 

While accountant after accountant made the point that 
his profession could not act as an “insurer,” one, whose 
experience has been largely in the eastern cutting-up trades 
expressed the opposite viewpoint and in quite some detail, 
“When the auditor is equipped for and is engaged to verify 
an inventory [there are two qualifications here ‘equipped 
for’ and ‘engaged to’], he certainly should accept the re- 
sponsibility for his verification. This is impossible in some 
cases, but in our particular concern, where we specialize in 
textiles and have intimate knowledge of the contents and 
value thereof, as well as the technical construction, we can- 
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not evade the responsibility. In other cases where there is 
no physical examination within the scope of the audit, the 
auditor should not be charged with responsibility but should 
definitely state in his report the extent to which he has 
verified the inventory. Regarding the verification of the 
physical existence, the correctness of quantities and prices, 
the nature of grades or conditions, this again leads to fitness 
and the facilities of the auditors themselves. Our experi- 
ence has disclosed that mere physical existence and the 
proper identification of movability and salability is not 
satisfactory.” 

The negative side of this question was emphasized by 
accountants who apparently had assignments in industries 
other than textiles, where valuing inventory presented un- 
usual difficulties to them. “No, how can an auditor tell 
whether the item is a piece of glass or a diamond, a bale 
of rayon, or a bale of silk?” “Presume the inventory is 
supposed to consist of drums of valuable chemicals. We 
might examine a drum full of liquid but it might be flavored 
water.” “In a drug line, what could the auditor do but take 
the stockroom clerk’s word for the fact that a certain carboy 
or bin contained such a chemical?” 

Then along came another experienced accountant who 
felt he knew certain commodities fairly well but not others. 
“IT can estimate piles of coal, lumber, inventory furniture, 
merchandise, etc., but chemicals, drugs, and certain similar 
items, high-grade tool steel, etc., are beyond my knowledge. 
A black mixture in a bottle may be an expensive chemical 
or merely black paint, and if the bottle is sealed, can I 
require the client to open all, or even a portion of similar 
bottles? Tanks of water, with two inches of oil on top, 
will not be disclosed by dropping a measuring line into the 
tanks, for oil will cling to the weight. The auditor should 
accept responsibility for what he honestly can, and, if tech- 
nical or other limitation prevents, state accordingly.” 

Another accountant mentioned the same problems of 
chemical and steel but came out with the affirmative view 
that the auditor should positively accept full responsibility 
for the verification of inventories. This answer was one 
of the few on this side of the fence. “The verification of 
inventories or of any other kind of asset involves three 
questions. First, actual physical existence; second, the 
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ability to use such physical assets within the normal period 
of one year; and third, the determination of the lower of 
cost or market value at a given date for that part of the 
non-fixed physical assets which it has been determined that 
the owner will normally use within the period of one year. 
To verify the existence of physical assets is to be able to 
inspect them in a common sense manner. Any inventory 
which the accountant can understand can be verified as to 
physical existence, because of labels, markings, and the 
ability to interrogate the employees of the owner with re- 
spect thereto at the time of examination. Where the ac- 
countant does not understand the inventory—which would 
be in the case of chemicals, metals, and other technical items 
—he should have the right to be supplied with a statement 
of physical quantity and of condition by someone so quali- 
fied. Such a statement from such a qualified person should 
in turn be referred to in the accountant’s certificate.” That 
was the policy which was carefully adopted in the valuation 
of the inventory as of December 31, 1938 and December 31, 
1939 in behalf of Schenley Distillers Corporation. 


This question was really in three parts. The second part 
concerned the policy as to whether the auditor should rely 
solely upon the client’s certificate. The accountants were 
the only group that made a serious attempt to break their 
replies into the corresponding three parts. Wide differences 
of opinion were expressed. 

Four interesting opinions with negative views on the 
second part of this question led progressively up to one 
which considered the client’s certificate worthless. These 
were first, “The auditor should not rely on client’s certificate 
but obtain it ;” second, “The auditor obtains a client’s certifi- 
cate as to the inventory for the purpose of committing the 
client to its correctness. I am not aware of any reputable 
auditor, however, who relies solely upon such certificate.” 
Now the replies become a little more emphatic, third, “I do 
not regard the usual certificate obtained from a client of any 
particular value in connection with an audit and do not fol- 
low the practice of even mentioning it in the detailed audit 
report although a certificate is invariably obtained,” and 
finally one accountant declared, “No, a client’s certificate is 
worthless, If an auditor is going to take a client’s word for - 
the inventory he might as well take his word for everything 
else.” 
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Typical modified views on the other side of this specific 
point were as follows: “Should continue to take client’s 
certificate. It is the client’s statement and the client is 
responsible for the inventory item.” “I don’t think we 
should lean too heavily on the client’s certificate, but I don’t 
see how we can do very much when clients insist on chisel- 
ing on prices.” “I am inclined to believe that too many 
auditors hide behind an inventory certificate and place too 
much faith in it.” 


The third part of the question concerned the policy of 
verifying the physical existence, the correctness of quanti- 
ties, and_prices, but not grades or condition. This entire 
problem, as brought out in the hearings which the Securi- 
ties & Exchange Commission held on the McKesson & Rob- 
bins matter, is tied in with the growing practice by which 
the auditor makes the plans for inventory taking and has 
a representative on the ground to guide the employees when 
the inventory is actually being taken. The opinion was 
quite uniform that the “auditor should verify the physical 
existence, the correctness of quantities where that is pos- 
sible, and if it is not possible because of technical difficulties, 
that fact should be stated in the certificate, and prices used 
in valuation of inventory verified. The grades or condition 
of inventory are usually beyond the technical skill of the 
auditor, consequently the certificate of the client or an inde- 
pendent appraiser must be accepted.” Several accountants 
differed on the verification of price as “so many factors 
enter into the prices, such as the age of the merchandise, 
newer types of the article, etc., that he is not,” as a Balti- 
more accountant wrote, “in my opinion, qualified to accept 
full responsibility of the verification.” An occasional ac- 
countant differed entirely, “A live accountant can always 
find ways to evaluate grades and condition.” 


The Surplus Account 


Question: Do you believe there should be a more uni- 
form practice under which items would be charged to the 
profit and loss account and the surplus account? In other 
words, is it or is it not preferable for one accountant to 
write down inventory and make that charge to surplus and 
another accountant to make the charge to profit and loss? 
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Summary of Replies: 
For Against 
Uniformity Uniformity 


Bankers 92% 8% 
Corporate business executives .. 87% 13% 
Mercantile credit men 87% 13% 
Accountants 91% 9% 


Predominating opinion in all groups was for uniformity 
with substantially all charges going through the profit and 
loss account. The accountants were only slightly below 
the bankers in the proportion of their opinion for this 
uniformity, while the corporate business executives and 
mercantile credit men were on a par with the same pro- 
portions. 

Bankers—The vast number of comments that charges 
should be made uniformly to the profit and loss account 
were surprising: “Practice should be uniform. Prefer profit 
and loss charge.” “Should be charged to profit and loss as 
a uniform practice.” A smaller group of bankers gave 
reasons for their opinions, “Believe it better to charge profit 
and loss as such losses would reflect poor management 
judgment the same as poor credits.” A Wisconsin banker 
paraphrased the same idea, “Too many times charges are 
made to surplus which are really profit and loss and thereby 
the business judgment of the management is not revealed 
in operations.” 

Another small group of bankers were not particular whe- 
ther charges were made to surplus or to profit and loss: 
“Immaterial as long as the credit grantor can get the facts 
and understand what is taking place.” “Don’t think ma- 
terial as long as a satisfactory explanation is made.” Fin- 
ally, there was a nominal sized group that did not generally 
believe in uniformity, “circumstances should cover.” 

Financial Executives—Characteristic opinions of the cor- 
porate financial executives were similar to those of the 
bankers: “All charges should be made to profit and loss 
account.” “Preferable to have all items charged to profit 
and loss.” “Practice should be uniform preferably P. & 
L.” “Believe profit and loss account is proper clearance 
account.” A very large number of the financial executives 
replied briefly but to the point in the same vein as these 
four quotations. 

Quite a number, however, with identical views offered 
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more elaborate reasons and backgrounds for their opinions, 
“A common practice is desirable and I believe it more con- 
servative to charge such adjustments to the current P. & 
L.” The treasurer of a nationally known drug manufactur- 
ing corporation observed, “It is my understanding that the 
present rules of the Society of Public Accountants now pro- 
vide for carrying everything through profit and loss. At 
least our books are so handled and I believe correctly so.” 
Another corporate financial executive believed, “The profit 
and loss account ought to be in three well-defined parts, 
representing: (a) ordinary operating expenses consistently 
maintained by years for comparison, (b) extraneous items 
affecting current working capital, (c) extraneous items com- 
prising other adjustments.” 

Finally, two other experienced financial executives of- 
fered more emphatic opinions. The treasurer of a represent- 
ative eastern corporation wrote, “I certainly do believe that 
a more uniform practice should be adopted by all of the 
Accounting Societies and organizations as regards what 
should and should not be charged to surplus and to profit 
and loss. It is my definite opinion that every transaction 
entered into by a business organization is for a profit. There- 
fore I strongly favor charging all items to the Profit and 
Loss account with few possible exceptions.” The other 
wrote somewhat similarly, “I’m dead set against any 
charges to surplus at any time other than dividend and 
similar charges. More operating losses are buried by such 
practice than anyway I know. I always look upon surplus 
charges as cheating and they usually are. If they don’t 
get into the operations of the year, put them in another 
year, but get them in there some time.” 

On the negative side against uniformity were a limited 
number of replies by those who believed “circumstances 
should govern” and a few others who believe charges which 
were missed in previous years and are finally located, should 
go to surplus. 

Mercantile Credit Men—Mercantile credit men likewise 
emphasized the policy of making charges to the profit and 
loss account. “Personally, I think no account which norm- 
ally enters into profit and loss should go into surplus ac- 
count except through the medium of the profit and loss 
account.” Or as another credit man explained, “No write- 
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off should be entered as a direct reduction of surplus. Should 
all be run through profit and loss.” 

On the other side of the picture, several replies believed 
“individual opinion should rule,” or “should be left to ac- 
countant’s discretion.” Under such a policy, uniformity 
would be impossible as opinions of individuals naturally 
differ on the same point. Some credit men attempted to 
hurdle this obstruction by reasoning that all items resulting 
from the normal course of business during the year under 
review should be charged to profit and loss, and that all 
extraordinary items or charges from previous years should 
be made to surplus. Under this practice, however, one 
would be misled when examining the reported net profits 
for earlier years, where charges which were overlooked were 
subsequently made to surplus. One credit man explained 
this exact predicament, “Should be a uniform practice. Too 
many companies accumulate items for a period of a year 
or two and then charge them off against surplus rather 
than against operations for the particular year.” 

Accountants—The accountants were more for uniformity 
than either the corporate financial executives or the mercan- 
tile credit men. Innumerable brief expressions were made 
to the effect that “practice should be more uniform,” “more 
uniform practice would be desirable,” ‘a more uniform 
practice should be adopted,” and “uniformity is desirable 
on this point.” 

A very substantial number of replies believed that all 
charges without exception should be made to profit and 
loss. A Pennsylvania accountant emphasized, “I favor 
abolishing the Surplus account as a reporting medium.... 
I do not favor charging items to Reserves, Surplus, and the 
like, only to the Income account for the current year.” Two 
accountants indicated that a change was going on in the 
accounting world toward this viewpoint, “We believe the 
present tendency is toward charging all items to the profit 
and loss account. We do not believe charges should be 
made direct to surplus,” and “I believe that there is a defi- 
nite trend within the profession to standardize this very 
matter by the elimination of most of the charges to sur- 


plus.” 
This tendency of making all charges to profit and loss 
was treated very completely by three other accountants: 
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“Adjustments of operating charges to surplus should be 
discontinued. The operating statement should show all 
charges relating to the current period’s income and then 
show all operating charges applicable to prior periods, so 
that the net charge in the surplus account, excepting per- 
haps dividends, may be evident from the operating state- 
ment.” The second accountant wrote, “I view the surplus 
account as a dangerous repository for items that are for 
some reason not desired to be charged to P. & L. The con- 
cept of the profit and loss account should be one which 
combines in it all profit and loss charges even though affect- 
ing other years after first arriving at the current year’s 
income.” The third accountant explained, “In my opinion 
all items pertaining to profit and loss should go to the profit 
and loss account and not to surplus account. People are 
often fooled into believing a corporation is making a profit 
due to the practice of charging these kinds of items to sur- 
plus account.” 

Six accountants replied that charges should be made to 
surplus, or to profit and loss “depending on the circum- 
stances in each case,” “on individual cases,” “this is a 
matter of personal opinion,” or “individual cases must be 
judged on their merits.” Those who did not believe in uni- 
formity represented a rather small minority. 


The Auditor’s Report or Certificate 

Question: Do you think the certificate should state in 
detail the scope of the work done in connection with an 
assignment? At present identical clauses are used by dif- 
ferent accounting firms but the scope of examination or 
audit made by each may not be the same. In other words, 
do you think the certificate should disclose all limitations 
of an engagement or in carrying out an assignment? 
Summary of Replies: 

Yes No 

Bankers 98% % 

Corporate financial executives .. 89% 11% 

Mercantile credit men 95% 5% 

Accountants 70% 30% 

No question received quite the same type of replies as 
this one. The bankers, the corporate financial executives, 
and the mercantile credit men were somewhat close together 
but the accountants were off by themselves. Apparently, 
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the accountants’ group had a minority that was lifting its 
voice. Notwithstanding, shall we say, this “conservative” 
minority, 70 per cent of the accountants believed that the 
certificate should state in detail the scope of the work done 
in connection with an assignment. 

Bankers—Again, the opinion of the bankers reflected 
almost unanimity of viewpoint with only two per cent in 
the negative. Typical of the affirmative views were: “Yes, 
the certificate should not be ambiguous, but should indicate 
the scope of the audit,” and “the report loses much of its 
value if one does not know the extent of the audit.” 


Many bankers intimated that there was a tendency on 
the part of accountants to be a little too economical in the 
use of words in certificates and to overlook, side-step, and 
cover by delicate phrasing matters which would be of very 
considerable interest to a creditor. A Pittsburgh banker 
wrote, “We think it is very essential that the certificate 
state in detail the scope of work done in connection with an 
assignment. We realize that most accountants are very 
shrewd about their certificates and very often qualify their 
statements to the extent that they have little value. They 
should certainly disclose the limitations of their engage- 
ments in carrying out an assignment.” A second banker 
replied more succinctly, ‘““Most emphatically, yes. Majority 
of auditors tend to hedge on statements made over their 
signatures.” <A third wrote somewhat more broadly, “Yes. 
This is highly important. As things stand all certificates 
are taken with three grains of salt.” A fourth carried the 
same meaning but by implication, “Yes, the certificate 
should be written so that it would be very obvious what was 
done and what was not done.” A fifth continued, “Decided- 
ly. If the audit is not a complete audit the elements not 
specifically covered should most certainly be called to atten- 
tion in the report.” 

Three other bankers came back with basic implications. 
A reply which had been carefully considered by the officials 
of one of the largest New York banks read, “We believe 
that the scope of the examination should be fully set forth. 
While we value the opinion of reputable accounting firms as 
set forth in the certificate, we are definitely interested in 
knowing what steps were taken in order to reach the con- 
clusion.” A Boston banker covered a point which bothered 
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many others, “The fact that different accountants use the 
same certificate to mean different things is one of the main 
objections to the standard form of certificate. We believe 
it is desirable that the scope of the assignment and the work 
done should be clearly described.” A Brooklyn banker 
wanted to know what was not done as well as what was 
done, “The important points are to state which items have 
not been verified, also which ones have been verified. In 
the latter case the method of verification is valuable addi- 
tional information.” 

Financial Executives—The consensus of opinion of finan- 
cial executives was that the “certificates should disclose all 
of the limitations of an engagement or in carrying out an 
assignment” but the certificate should be “kept just as brief 
as possible.” The element of conciseness was stressed time 
and time again: “Yes, without making the certificate so 
detailed as to be voluminous.” “Believe this can be stated 
in a few words without going into great detail.” 

There was a smaller group of corporate financial execu- 
tives who believed considerable improvement could be made 
in the present widely used certificates. One explained, 
“Present brief report is an attempt by the auditor to permit 
himself to hedge as much as possible and thereby avoid 
responsibility. It is no longer a certificate and certifies to 
nothing, merely a statement of fact.” Another manage- 
ment official wrote in a similar vein, “Nice if auditors would 
indicate exact scope. They have, however, standardized on 
a group of words without much meaning.” 

Mercantile Credit Men—The mercantile credit men were 
quite uniformly in favor of “disclosing all limitations” and 
that “the scope of the work should be clearly set out.” As 
a well known Chicago credit man summarized, “A certificate 
should state all the details covering the scope of work done. 
A blanket certificate is not satisfactory.” Another contin- 
ued, “This can be done in a comprehensive manner without 
making the certificate too lengthy or too detailed.” This 
idea was paraphrased, “Accountants should specifically state 
the work performed or not performed,” and “in my opinion 
most certificates are too concise. They do not go into enough 
detail as to exactly what was done.” 

Other credit men replied with more elaborate explana- 
tions, “Yes, there have been many instances when an audi- 
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tor’s certificate indicated a complete audit, but upon in- 
vestigation it was found that the management of a business 
had limited the auditor’s examination or audit.” A second 
credit man wrote, “Yes, many auditors’ certificates fail to 
disclose either by design or by neglect very vital facts re- 
garding the extent of their audit.” A third analyzed the 
results of uniformity, “Certificates should incline toward 
telling the story of just what was done rather than using 
standard clauses. This is one place where uniformity does 
not properly reflect essential information.” 

Accountants—The problem of what the accountant should 
write in his certificate and how to write it, has been under 
constant discussion for a great many years. The account- 
ants’ replies to this question indicated the great diversity 
both in opinions and in practice. Typical of the many short 
replies were these: “I think the scope of the audit should 
be reflected in the certificate,” “I always state the scope of 
my examination,” and “The scope of work done should be 
definitely stated.” In contrast to these very definite affirm- 
ative opinions were several on the negative side: “I do not 
think it is practicable to disclose the scope of all the work 
done in an engagement.” “The certificate would be too 
cumbersome if it stated in detail the scope of the work 
done... .” 

Several accountants believed in a middle-of-the-road dis- 
closure. “It should be sufficient that the certificate discloses 
exceptions from what would under the circumstances be the 
usual scope of the audit.” Another accountant mirrored 
the same idea, “I do not think that the certificate should 
state in too much detail the scope of the work done, but any 
departure from accepted procedure should be noted among 
the comments.” Still another wrote very briefly, “Yes, if 
limitations materially weaken his conclusions.” 

Finally, there were a group of “die-hard” accountants 
who as professional men believed they should be trusted as 
one trusts a physician. ‘An auditor is a professional man 
and his opinion and judgment as to necessary scope should 
be respected.” “No, after all we would not expect the 
surgeon to explain to us just which arteries he found it 
necessary to tie up. We expect him to do a reasonably 
creditable job to the end that the patient may live, telling 
only what he thinks the patient should know.” ‘No, an 
auditor is presumed to have done what he thinks should be 
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THE PROFESSION IN GREAT BRITAIN 
(Continued from July) 


The Society of Incorporated Accountants 


We have read with much interest in the June 1941 issue 
of Accountancy, the official monthly publication of The So- 
ciety of Incorporated Accountants and Auditors in Great 
Britain, the report of the fifty-sixth annual meeting of the 
Society held on 22nd May. Of particular gratification is 
the fact that it was held as usual in beautiful Incorporated 
Accountants’ Hall, which has fortunately escaped the bomb- 
ing raids of the Germans. 

In his address to members, President Percy Toothill 
referred to the fact that, although accountancy was recog- 
nized as of national importance and was scheduled as a re- 
served occupation, large numbers of the members of the 
Society were serving with the armed forces of the Crown 
and many others were serving in administrative and 
executive positions in military and civil service. As a result 
accountancy firms had been seriously depleted and it was 
becoming increasingly difficult to meet the normal demands 
of the profession. “But the difficulties under which the 
profession is functioning,” said Mr. Toothill, “‘have been 
accentuated by the ever-increasing volume of work and 
burden of responsibility arising from war legislation and 
emergency orders—purchase tax, limitation of supplies, 
commodity and raw material controls and pools, concentra- 
tion of production, war damage—these are only a few of the 
measures in which auditors’ accounts and certificates are 
called for. 

“The attempt to meet all these obligations has involved 
a growing strain on our members, and while we do not 
complain and gladly regard it as our contribution to the 
nation’s war effort, we felt we were justified in looking 
for a measure of support by the authorities so that we could 
hope to retain the remaining qualified and experienced mem- 
bers of our staffs. 

“It is not too much to say that the decision to raise the 
age of reservation for qualified accountants and audit clerks 
of ten years’ experience from 25 to 30 which was revealed 
in the Revised Schedule of Reserved Occupations recently 
published has created consternation throughout the profes- 
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sion. When it first became known that the Schedule was 
in course of revision, strong representations on behalf of 
the whole profession were made by the Committee under 
the chairmanship of Mr. C. J. G. Palmour, the President of 
the Institute of Chartered Accountants. Although those 
representations were not successful, evidence of the strong 
feeling existing throughout the country has impelled the 
Committee to renew its efforts. In the meantime, pending 
a reconsideration of the whole position, efforts are being 
made to create machinery whereby the large numbers of 
applications for deferment of calling-up shall be dealt with 
by an Advisory Consultative Committee of the profession. 
By this means it is hoped that a fair reconciliation can be 
obtained between the need for men in the armed forces 
and the no less urgent need in the national interest for the 
maintenance of the service rendered by the accountancy 
profession.” 


The Auditor’s Remuneration 


Editor’s Note—In our issue of last month reference was made to 
the annual meeting of the Institute of Chartered Accountants in Eng- 
land and Wales, and we took the opportunity of bringing to our readers 
extracts from the address of Mr. Chas. J. G. Palmour, the President, 
on that occasion. 

In his address Mr. Palmour made reference to a situation which 
had developed at a general meeting of a public company in Great 
Britain and with which the members of the profession were evidently 
familiar. The situation arose because a question had been asked as to 
the legality of the members of a company delegating to the directors 
the fixing of the audit fee. 

In view of the opinion of Counsel which had been disclosed at that 
meeting of the company, the Council of the Institute and their legal 
advisers took the matter under consideration. Mr. Palmour could 
not make any official announcement at the annual meeting, but after 
a subsequent meeting of the Council of the Institute the following 
report on the subject was made public. As the provisions respecting 
auditors contained in The Companies Act, 1929 of Great Britain and in 
The Companies Act, 1934 of Canada are similar, members of the pro- 
fession in Canada will be interested in the views of counsel, and we 
publish below the report of the Council of the English Institute on 
the matter.—A.H.C. 


The eminent Counsel who were consulted have endorsed 
the view that the remuneration of Auditors as such must 
be fixed by the company in general meeting, and that this 
function cannot be delegated to a Board of Directors, but 
have added a rider that this need not be done at the meeting 
at which the auditors are appointed. 
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In view of this opinion the following alternative meth- 
ods of dealing with the matter of fixing the remuneration 
of auditors as such are suggested for the guidance of the 
members :— 

1. To specify in the resolution appointing the auditors 
the remuneration to be paid to them for their year of 
office. 

2. To provide in such resolution that the auditors’ re- 
muneration for that year is to be fixed at a subsequent gen- 
eral meeting. 

3. To omit from the resolution appointing the auditors 
any reference to the remuneration to be paid to them, in 
which event such remuneration would automatically fall to 
be fixed at a subsequent general meeting. 

4. To specify in the resolution appointing the auditors 
a remuneration adequate for the work involved, if the audit 
develops no exceptional features, with a proviso that an 
additional remuneration be voted at a subsequent general 
meeting should the work involved or other circumstances 
justify such addition. 

In cases 2, 3 and 4, the subsequent general meeting fix- 
ing the auditors’ remuneration or additional remuneration 
would ordinarily be the next following annual general meet- 
ing, in which case the fixing of the remuneration would 
(under any usual form of articles) come within the ordinary 
business of the meeting. The shareholders at the subse- 
quent meeting might fix a remuneration or additional re- 
muneration which the auditors consider inadequate, or 
might conceivably refuse to fix any remuneration or addi- 
tional remuneration at all. The Counsel consulted are, 
however, of opinion that in the latter event and also in 
the event of the remuneration being illusory or grossly 
inadequate for the work involved, the auditors would be 
entitled to recover from the company reasonable remunera- 
tion for that work to be assessed by the Court. 





ECONOMIC NOTES 


ECONOMIC NOTES 
Governmental Wage and Price Policies 


Editor’s Note: This is the fourth in a series of notes on economic 
subjects by Lawrence B. Jack, M.A., Montreal. 


Y revision of P.C. No. 7440, the Dominion Government 

has attempted to establish a long-term solution for the 
wage/price problem. In some quarters this development 
has been well received; in others it is held that, while it 
may be sensible and even mandatory politically, it is econ- 
omically horrible. It would seem that the better opinion 
is that held by the latter group, for P.C. No. 7440 as re- 
vised, and other moves affecting wages, prices and ration- 
ing, underlined the government’s inconsistency on some 
fundamentals of war-time economic policy, and on what 
techniques would be most effective in achieving them. 

As at present constituted, P.C. No. 7440 and its comple- 
ments have their good and bad points. In general, it is 
now provided that wage rates established in the period 
1926-1929, or higher levels established thereafter, may be 
regarded as generally fair and reasonable, except where 
they can be shown to have been unduly depressed during 
the base period. Secondly, cost of living bonuses are to be 
given as substitutes for general wage increases in the fu- 
ture. In this way total payroll increases may be kept at 
a lower figure than if percentage wage increases were given; 
at the same time, all workers will be equally protected 
against price rises. This follows British practice in the 
latter part of the last war, but it has distinct disabilities. 
There is no assurance, for instance, that after the war 
higher paid workers will not insist on a restoration of the 
pre-war differential in wage rates; certainly this was the 
case in Great Britain during the post-war boom. Thirdly, 
the government is committed to a certain degree of control 
over prices, rents, etc., in an effort to keep the cost of 
living from rising too fast or too high, thus necessitating 
bonuses. Unfortunately it is not clear that the government 
will be in a position to do this job as thoroughly as it might 
wish in the event that prices should get out of control in 
the United States. Fourthly, conciliation techniques are 
extended to all industries in an effort to reduce strikes. 
Finally, it is provided that no wage increase shall be made 
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to cover monetary deductions from pay cheques for war 
taxes or war savings. This is eminently sound because if 
workers, as consumers, are to be compensated for every 
increase in taxation, they would constitute an exceptionally 
preferred class and production costs would thereby be un- 
bearably burdened. 

As pointed out in the editorial comment on pages 375-6 
of the June issue of The Canadian Chartered Accountant, 
there are particular administrative defects that may pos- 
sibly arise out of operations not covered by present wage 
policy. All these objections would indeed be valid in par- 
ticular sets of circumstances. There are also over-riding 
economic defects connected not only with P.C. No. 7440 but 
also with other aspects of the government’s wage/price 
policy. To begin with, the lower income groups of the 
country are being handed concessions at a time when there 
is very serious doubt that they are bearing their full share 
of the war effort. It is true that the 5% defence tax cuts 
directly into small incomes as do all the indirect taxes— 
customs duties, excises, sales taxes, etc.—but it is often 
held that this is not enough. After all, what the govern- 
ment must do, if it is to help avoid inflation, is to reduce 
consumption wherever necessary. Since the bulk of any 
country’s consumption is concentrated in the lower income 
brackets, sooner or later this group must face sacrifices. 
There is a minimum, of course, beyond which sacrifices 
cannot go and this is measured by that standard of living 
necessary to support working efficiency. Again, this sort 
of action discriminates against the white-collar worker and 
other people who exist on moderate fixed incomes. This 
group always gets squeezed during a price rise or inflation 
because, lacking organization, it cannot hold out for either 
higher wages or a cost of living bonus. 

The operation of a measure like P.C. No. 7440 may not 
actively assist the inflationary spiral if an adequate supply 
of goods can be maintained, thereby reducing price in- 
creases to a minimum. On the other hand, if supplies are 
reduced or if governmental price controls should be inopera- 
tive as a result of factors outside local control (this latter 
point was discussed in “Economic Notes” in the July issue), 
then cost of living bonuses will very actively aid inflation- 
ary forces. Through their operation, buying power will be 
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increased, thus maintaining pressure on the supply of goods. 
In that case, direct cuts in consumption are the only means 
of preventing further price rises. 

The fact is that the government’s policy on wages, prices 
and rationing is only partially co-ordinated. In connection 
with the topic under discussion, two recent moves have 
shown only too clearly the underlying confusion. The price 
of bacon has been raised twice in order to make the Cana- 
dian market unattractive to American buyers, so that sup- 
plies can be switched to Great Britain. Obviously this 
hurts both the British and Canadians who do not enjoy 
cost of living bonuses and it may not be absolutely effective 
as a means of diverting supplies from the United States. 
Obviously direct control—rationing exports to the United 
States—would do the “trick” without the necessity of try- 
ing to operate through the back door by raising prices. 
Again, people are urged to consume less gasoline, yet the 
only means used to compel them is partially to close down 
distributing centres. Since a little bit of foresight can get 
around this restriction, and since it is likely to operate 
harshly on the activities of commercial travellers and tour- 
ists, it must be evident that rationing would be the only 
really effective and equitable method of operation. 

The government’s approach to these problems is often 
too half-hearted and haphazard; it seems to shy away from 
direct controls, hoping that less stringent methods will 
achieve its ends. This is not now, and never will be, efficient 
or efficacious. Ultimately a larger decision will be neces- 
sary, both as regards the extent of sacrifices to be laid 
upon all classes and elements in the community and then 
as regards the techniques for achieving this end. Certainly 
with respect to the latter, if the experience of other bel- 
ligerent countries is any good guide, direct controls would 
be the chief tools for achieving whatever ends may be 
politic, because only they are thoroughly reliable. 


L. B. Jack. 


Montreal, 
16th July 1941. 
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GENERAL NOTES 
Our Contributors This Month 


H. D. CLaprperton whose article “What are Profits?” ap- 
pears this month has contributed to our pages on several 
occasions. Amongst his previous contributions are articles 
on the valuation of unlisted stocks for succession duty pur- 
poses, and the payment of dividends when capital stock is 
impaired. Mr. Clapperton is a partner in the firm of Rid- 
dell, Stead, Graham and Hutchison at Montreal. 


JOHN DovuGLas CAMPBELL who writes this month on “Fin- 
ancial Policy of Management in the Elevator, Milling and 
Baking Industry” is also a previous contributor to our 
pages, his articles having appeared in the April and June 
issues of 1940 and in the March 1941 issue. Mr. Campbell 
is a lecturer in accounting at Queen’s University, Kingston. 


News From the War Front 


During the past month some of the hazards and 
tragedies of the war in Europe have been brought home 
to our members in Canada. 

Word has reached Mr. and Mrs. H. Percy Edwards of 
Toronto that their only son Sergeant Pilot George Stewart 
Edwards, a student in the Final year of the chartered 
accountants’ course when he joined the Royal Canadian Air 
Force on 1st July 1940, has been missing since an operation- 
al flight over Germany on 8th July. “Bye” Edwards, as 
he is known to his friends, is a grandson of Dr. George 
Edwards, F.C.A., an honoured member of the Dominion 
Association and of the profession in Canada. In letters 
home “Bye” mentioned that he had been flying Welling- 
tons and more recently the Stirling bomber, a British ver- 
sion of the “flying fortress.” We express our hopes that he 
was successful in making a safe landing somewhere on the 
continent. 

Mr. and Mrs. Hugh H. Nash of Edmonton have received 
the sad news that their son P. O. Philip Nash was killed 
in air operations over England on 11th July. No details of 
the casualty were given in the communication from the 
Air Ministry. At the time of joining the R.C.A.F. last 
year, Philip was a fourth-year student of the Ontario In- 
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stitute and was completing his service requirements with 
the firm of Clarkson, Gordon, Dilworth and Nash, Toronto, 
of which firm his uncle Brigadier A. E. Nash is a partner. 
To his parents and other immediate relatives the whole pro- 
fession expresses sympathy. 


Provincial Taxation Case 


The attention of readers is called to the recent decision 
of the British Columbia Court of Appeal in the Firestone 
Tire & Rubber Co. case which bears on the liability of extra- 
provincial companies for provincial income tax. When the 
judgment was handed down, the Secretary of the Institute 
of Chartered Accountants of British Columbia kindly sent 
a copy of the judgment to us. Copies have been sent by our 
office to the reference library of all the other provincial 
Institutes. A brief summary of the judgment appears in 
the Legal Decisions column this month. 


Dominion Succession Duty Act 


In The Canada Gazette of 12th July 1941 are published 
regulations of the Department of National Revenue in 
respect of the Dominion Succession Duty Act which was 
passed at the last session of the Dominion parliament. 


The duties arising under this Act are to be administered 
by the Commissioner of Income Tax whose office has now 
become known also as that of the Commissioner of Succes- 
sion Duties, and all officers in the employ of the Income Tax 
Division are authorized to act as fully and effectively in the 
administration of the Succession Duty laws as they are 
now authorized in the functioning of the Income Tax laws. 


Among the matters dealt with in the regulations pub- 
lished in The Gazette are demand for information, opening of 
safety deposit boxes and the withdrawal of contents, con- 
sent to transfer property, insurance, joint account, security 
required, transfer of property and valuation of annuities. 
This issue also contains tables of mortality showing the 
present value of a dollar due at the end of any number 
of years up to fifty, interest being at four per centum com- 
pounded annually. 
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Towards Stabilizing Employment 


In the fall of 1940 the Department of Labour, Ottawa, 
found it necessary to recommend to the government that 
some action be taken to prevent the enticing by employers 
to their service persons already engaged in war industries. 
An order in council was accordingly passed on 7th November 
1940. 

The Minister of Labour has found it necessary to extend 
this coverage, and an order in council dated 25th June 1941 
(and published as an extra edition of The Canada Gazette, 
14th July 1941) now includes the civilian employees of the 
companies engaged in the British Commonwealth Air Train- 
ing Plan. The order also provides that the Minister of 
Labour may, with the concurrence of the Unemployment 
Insurance Commission, make all such orders or regulations 
as he deems necessary to achieve the purposes and inten- 
tions of this Order; such orders or regulations shall forth- 
with be published in The Canada Gazette and shall have the 
force of law, and every person who contravenes or fails to 
comply with any such orders or regulations shall be guilty 
of an offence and shall be liable to the penalty provided 
under the Order. 


The London Spirit 


One of our Winnipeg members has sent us the following 
excerpt from a letter written by one of his friends in Lon- 
don, England, under date of 21st June last. 


We are having some quiet days and nights, but never know 
what might happen. London has been sadly battered; my office 
in the heart of the City was completely burnt out (so was the 
famous Lane in which it is situated). Not a book or paper was 
saved; those in the safes were cooked brown, just a few figures 
are readable in some of the books. You as a C.A. will doubtless 
be interested. Our auditors were bombed out early in the new 
year, lost everything, and had to write to their clients to get 
copies of balance sheets, etc., for the past three years; now we 
have to go to them for further copies! ! It’s a nightmare at 
times, but we are all cheerful; it is the only thing to do when 
one is fighting for existence. My house is about ten miles from 
the centre of London in a suburb which was thought to be im- 
mune, yet from the very start of the air-war last autumn we have 
had constant air-raid damage. Of course we are organized for 
such eventualities, working in sectors of about 250 houses, always 
alert, somebody always on duty at the Post day and night al- 
though far removed from military objectives. A few weeks ago 
in our particular sector we got two large high explosive bombs, 
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which completely demolished some houses and badly damaged 
others. I can’t go into detail, but the casualties (dead and in- 
jured) were very small considering the damage to the houses. 
Luckily for me my house suffered only through the blast which 
cracked about 15 window panes. But everybody is wonderfully 
cheerful and now that repairs have been effected, we are looking 
something like our old selves and wear our scars proudly. 


Exchequer Court Western Sittings 


According to an announcement in The Canada Gazette, 
31st May last, general sittings of The Exchequer Court of 
Canada for the trial of cases will be held at the Court House 
in the following cities of Manitoba, Saskatchewan, Alberta 
and British Columbia, provided that a case is entered for 
trial at the office of the Registrar of the Court at Ottawa 
on or before 25th August 1941. The hour of opening of 
the court in each case is 10.30 a.m., city time. 


Winnipeg, Manitoba, 5th September 
Regina, Saskatchewan, 8th September 
Calgary, Alberta, 10th September 
Edmonton, Alberta, 16th September 


Victoria, British Columbia, 19th September 
Vancouver, British Columbia, 22nd September 


Intricacies of Tax Statutes 


One of our Montreal members has sent us the following 
clipping from a Glasgow newspaper and observes that while 
the wording of Canadian tax acts has not become quite so 
obscure the tendency seems to lead in that direction. 


Too Deep for Tears 


Mr. Norman L. Hird, general manager of the Union Bank of 
Scotland, had the directurs of Glasgow Chamber of Commerce 
laughing yesterday when he quoted from the Finance Bill to point 
his criticism of legislation by reference in general and “this 
melancholy document” in particular. 

The sample of mystic writing Mr. Hird quoted was from 
Clause Five of the Bill as follows:— 

“Provision for the claiming of certain amounts of income-tax 

. be determined by ascertaining what the said amount would 
have been if in the said subsection (1) for the references to sub- 
sections (2), (3), and (4) of the last preceding section there had 
been substituted references to so much of the said sub-section 
(2) as amends sub-section (1) of section fifteen of the Finance 


Act, 1925.” 
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Table of Exchange Rates 
(Kindly supplied by The Canadian Bank of Commerce, Toronto) 


30th June 15th July 

1941 1941 
i Siete ee ce oe sees 10-11% P. 10-11% P. 
es aia iy 443-447 443-447 
Australian Pounds .......... 35814 35814 
New Zealand Pounds ........ 360 360 
South African Pounds ....... 443 443 
British West Indian—Dollars. 9270 9270 
India—Rupees .............. 3352 3352 
Hongkong—Dollars ......... 2722 2725 
Straits Settlements—Dollars. . 5251 5251 
*Finland—Finmarks ......... 199 No quote 
Sweden—Kronor ............ 2639 No quote 
Switzerland—Francs ......... 2568 No quote 


*Inland or blocked finmarks—Free finmarks 2.26c. 
30th June 1941 


There are no quotations for Italy (lire) or for the following 
countries under the control of Germany: Belgium (belgas), Denmark 
(kroner), France (francs), Holland (florins), and Norway (kroner). | 


Note: The above quotations are expressed as follows: Pound cur- 
rencies—Canadian cents per unit; Continental currencies and sundry 
British Empire—Canadian cents per 100 units. 


LEGAL DECISIONS 


[Eviror’s Note: The following are brief summaries of recent 
decisions of the Canadian Courts as taken, by the kind permission of 
the Canada Law Book Company, from the Dominion Law Reports. 
In each case reference is made to the volume of the Reports where 
the full judgment may be found. It should be kept in mind that the 
decisions given may not in every case be final.] 


Taxes—Earnings within Province—Extra-provincial 
company—Distribution of products by resident— 
Whether contract of agency or sale 
(re Firestone Tire & Rubber Co.) 
British Columbia Court of Appeal 


Under the terms of a “distributor’s warehouse contract” 
between an extra-provincial manufacturing company and a 
Vancouver company (the distributor), whereunder the lat- 
ter was given exclusive selling rights in a large part of 
British Columbia, goods were shipped to the distributor’s 
warehouse and sold by it to the trade in its own name 
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at prices fixed by the manufacturer. Goods in the distribu- 
tor’s warehouse were at the distributor’s risk, but the 
manufacturer retained the property therein until sold, and 
the distributor’s liability to pay for the goods arose only 
on their disappearance from inventory. 

Held, the contract was not one of sale but of agency 
whereby the distributor held the goods for sale on the 
manufacturer’s behalf, and the manufacturer was accord- 
ingly subject to income tax on its profits from the dis- 
tributor’s sales in British Columbia under the provisions 
of s. 3(1) (a) of the Income Tax Act, R.S.B.C. 1936, c. 280. 
(Macdonald C.J.B.C. and McDonald J.A., dissenting, concur 
with the Judge below (Murphy J.) that inasmuch as the 
distributor’s liability to pay for the goods arose on their 
disappearance from inventory and not from sales only, the 
contract was one of sale and not one of agency, and as 
the sale took place wholly outside the Province the manu- 
facturer was not subject to taxation therein.) —[1941] 3 
D.L.R. 256. 


Taxes — Profits of non-residents arising from business in 
Province—Ascertaining income by reference to sales in 
Province 
(re International Harvester Co.) 

Supreme Court of Canada 

The provisions of the /ncome Tax Acts, 1932 (Sask.), c. 
9 and 1936, c. 15, whereby an income tax is imposed on 
non-residents in respect of the profit or gain arising from 
the business of such non-residents in Saskatchewan, are 
intra vires as being intended to impose a direct tax within 
the Province, and the regulation made under s. 7(4) of the 
1932 Act [s. 9(4) of the 1936 Act], whereby in the absence 
of information as to an extra-provincial company’s income 
within the Province it shall be taken to be such percentage 
ot its income as its sales within the Province bear to its 
total sales, is also valid, since the amount taxed does not 
necessarily exceed the amount of the net profits or gain 
arising from the company’s business in Saskatchewan. Such 
regulation applies in determining the income within Sas- 
katchewan of an extra-provincial company which carries 
on a manufacturing business outside the Province and mere- 
ly sells its products therein. (Per Duff C.J.C., Davis and 
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Taschereau JJ., dissenting: Inasmuch as the profits of the 
company arise from a series of operations, of which selling 
its products is but one, the regulation is invalid in that it 
imposes a tax on all profits received by the company in 
Saskatchewan from all its operations, whereas the statute 
merely contemplates a tax on the profits arising from, 2.e., 
earned by, the company’s business in Saskatchewan.)— 
[1941] 3 D.L.R. 66. 


Taxes—Estimating income of extra-provincial company — 
Deduction for bad debts 


(re International Harvester Co.) 





Supreme Court of Canada 


In determining “the amount which the taxpayer has 
received from sales” for the purpose of determining his 
income within the Province pursuant to s. 9(4) of the 
Income Tax Act, 1936 (Sask.), c. 15, and the regulations 
thereunder, not only moneys received but also receivables, 
as notes, book-debts, etc., are to be included, less deductions | 
for bad debts contracted in the year under review and, | 
under s. 6(d), such reserve for future bad debts as the 
Commissioner in his discretion (which must be exercised on 
sound legal principles) may allow; but no deduction is al- 
lowable for bad debts contracted in previous years.—[1941] 

3 D.L.R. 66. | 


Taxes—“Winding up, discontinuance or re-organization of 
business of company”—Tax on undistributed income 
(re Emily M. Merritt) 

Exchequer Court of Canada 

The sale by a company of all its assets and undertaking 
as a going concern to another company, the consideration 
being the allotment to the shareholders of the vending 
company of shares in the capital stock of the purchasing 
company or, at the shareholders’ option, payment partly in 
cash and partly in such shares, is a “winding up, discon- 
tinuance or re-organization of the business” of the vending 
company within the meaning of s. 19(1) of the Income War 
Tax Act, R.S.C. 1927, c. 97 (am. 1936, c. 38, s. 11), and in- 
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volves the distribution of its property among its share- 
holders, even though through the medium of the purchasing 
company. Hence such part of the property so distributed 
as was undistributed income is subject to income tax under 
s. 19(1). In virtue of s. 22 of the Income War Tax Amend- 
ment Act, 1936 (Can.), c. 38, however, only such of the un- 
distributed income as was earned in the year 1935 or sub- 
sequently is subject to income tax under s. 19(1).—[1941] 
3 D.L.R. 115. 


(Note: A brief summary of the judgment of the Exchequer Court 
of Canada in this case was published in the April 1941 issue of THE 
CANADIAN CHARTERED ACCOUNTANT.) 


PERSONALS 


Messrs. Creak, Cushing & Hodgson, chartered account- 
ants, Montreal, announce that they have admitted to part- 
nership W. Alex. Falconer and Philip Godfrey who have 
been associated with the firm for some years. 


Malcolm S. Temple-Hill, chartered accountant, announces 
that he has acquired the interest of his former partner in 
the firm of Oscar Hudson & Co. in Montreal and has taken 
into partnership his son, Carew Temple-Hill, and that the 
business will be carried on in future under the firm name 
of Temple-Hill and Temple-Hill, chartered accountants, The 
Canada Cement Co. Building, Montreal. 


Godfrey Sandell, chartered accountant, announces that 
he has now moved his office to 202 Confederation Life Build- 
ing, Winnipeg, Manitoba. 


Sydney B. Smith, chartered accountant, Vancouver, an- 
nounces that he has acquired the business heretofore 
carried on in British Columbia by Oscar Hudson & Com- 
pany, chartered accountants, of which firm he had been 
resident partner for the past nineteen years. 


PROVINCIAL NEWS 
ALBERTA 


The thirty-first annual meeting of the Institute of 
Chartered Accountants of Alberta was held on Saturday, 


AveustT, 1941. 127 











THE CANADIAN CHARTERED ACCOUNTANT 


28th June at the Macdonald Hotel, Edmonton, under the 
chairmanship of the President, H. A. Black. 


The meeting was preceded by a luncheon at which the 
following guests were present: Chief Justice the Honorable 
Horace Harvey representing the Lieutenant-Governor; 
Mayor J. W. Fry of Edmonton; A. E. Ottewell representing 
the University of Alberta; W. G. Rowe of Vancouver, Presi- 
dent of The Dominion Association of Chartered Account- 
ants; Dr. E. W. Sheldon of the University of Alberta; R. 
Martland representing the Law Society; Rev. J. Gordon 
Brown; and the next-of-kin of the new members. Mayor 
Fry welcomed the members on behalf of the City and Rev. 
J. Gordon Brown gave an address. Chief Justice Harvey 
presented the certificates of membership to the following 
successful candidates of the December 1940 examinations: 
A. M. Craig, W. R. H. Nash, G. R. McLellan, R. A. Scott, 
Bb. F. L. Symes and F. D. Waines. The prize for the Final 
examination was presented to G. R. McLellan and for the 
Intermediate examination to K. L. MacFadyen. The bronze 
medal for the Primary examination was awarded to W. L. 
C. Wallace. 

At the annual meeting following the luncheon, Mr. W. 
G. Rowe, the Dominion President, gave a very interesting 
address upon Dominion Association matters. 

The members stood in silence in remembrance of Mr. 
J. B. Sutherland who passed away during the year. Mr. 
Sutherland had taken a leading part in the formation of 
the Institute and was one of the original members. He was 
President of the Institute for three terms and also served 
as President of The Dominion Association of Chartered Ac- 
countants in 1924-25. 

Members elected to the council for the ensuing year were 
as follows: B. G. Aylen, H. A. Black, M. G. Graves, T. Hum- 
phries, C. M. Lang, M. C. McCannel, C. P. Mackintosh, K. 
J. Morrison and W. G. Skinner. W. H. Nield was appointed 
honorary auditor for the year and E. D. C. Thomson was 
elected to represent the Institute on the Senate of the 
University of Alberta. 

A vote of appreciation was unanimously passed for the 
services of John H. Williams who has served on the Council 
for twenty consecutive years, many years of which he acted 
as Secretary-Treasurer of the Institute. 
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It was noted that twenty-two members of the Institute 
and students are on active service. 


At a meeting of the newly elected council immediately 
following the annual meeting the following officers were 
elected: President, M. G. Graves, Vice-Presidents, B. G. 
Aylen and K. J. Morrison. As C. P. Mackintosh requested 
that he be not reappointed Secretary-Treasurer, James A. 
Henderson was appointed to succeed him. 

On Friday afternoon the 27th June a golf tournament 
was held at the Mayfair Golf and Country Club and was 
followed by a dinner and social evening at the Edmonton 
Club. 


On Saturday evening following the annual meeting a 
dinner was held in the Macdonald Hotel. 


MANITOBA 


The members of The Institute of Chartered Accountants 
of Manitoba held their fifty-fifth annual meeting at Lower 
Fort Garry on Wednesday, 25th June. 


The annual report of the Council and the accounts for 
the year ended 31st May 1941 were submitted. The mem- 
bers were informed that since that date, $1,500.00 of the 
surplus shown on the accounts had been invested in Vic- 
tory Loan bonds. 


Members elected to serve on the Council for the two- 
year term ending May 1943 were R. T. Cunningham, Fred- 
erick Johnson, W. D. Love, C. W. Lynde, Walter J. Mac- 
donald, Frederic J. Tibbs and E. J. Williams. The other 
members of Council whose term expires in May 1942 are 
A. Gray, William Gray, H. M. Hoover, Ward W. McVey, 
J. Gray Mundie, John Parton and D. Sprague. 

Greetings were sent to the members and students of the 
Institute now with His Majesty’s Forces overseas. 

After disposing of the business, the members adjourned 
for luncheon on the verandah of the Motor Country Club 
House. 


The Manitoba Chartered Accountants’ Benevolent Asso- 
ciation held its eighth annual meeting immediately prior 
to the annual meeting of the Institute. The chairman in 
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submitting the annual report of the Trustees and the ac- 
counts for the year ended 3lst May 1941 drew attention 
to the generous gift sent by Mrs. Sutherland and her son 
in memory of the late James B. Sutherland, whose loss was 
so deeply regretted and is still felt by all. This gift had 
enabled the Trustees to invest $800.00 in Victory Loan 
bonds. 

The Chairman reminded the members that at the time 
the Fund was created it was the intention that it should 
be built up and maintained by small contributions and that 
this idea had been followed. He urged the need for more 
members to contribute amounts from $2.00 to $5.00 per 
annum. The meeting closed with a hearty vote of thanks 
to the Trustees, to the Honorary Secretary Mr. Gilbert, and 
to Honorary Auditor Mr. Lofthouse for their services dur- 
ing the year. 


QUEBEC 


The sixty-first annual meeting of the Society of Char- 
tered Accountants of the Province of Quebec was held on 
Thursday morning 26th June in the assembly room of the 
Royal Bank of Canada, Montreal. 

According to the report of the President and Council, 
two final examinations were held during the year, the Do- 
minion uniform examination at McGill University in De- 
cember 1940 and the examination in French at the School 
of Higher Commercial Studies in November. At the former, 
fifty students wrote the full examination, of which eight 
passed and four were granted supplemental examinations ; 
fourteen candidates wrote supplemental examinations, of 
which four were successful. Twenty-five students wrote 
the final examination held at the School of Higher Commer- 
cial Studies, of which eight were successful and five were 
granted supplemental examinations. P. M. McEntyre and 
Edmond Lemieux obtained the highest marks in the Domin- 
ion uniform examinations and were granted first and second 
War Memorial Prizes. An Intermediate uniform examin- 
ation was held at McGill University, at which eighteen wrote 
and six passed. J. G. Schwartz and Philip Madras tied for 
the highest marks and were granted War Memorial Prizes. 


The membership of the Society at 3lst May was 635, 
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a net increase of 17 during the year. Students registered 
with the Society at that date totalled 440, including 72 on 
active service. This registration of students showed an 
increase of 70 over the previous year. 

Following are the officers for the year 1941-42: Presi- 
dent, Wm. H. Campbell; Immediate Past President, Henry 
G. Norman; First Vice-President, Alfred Smibert; Second 
Vice-President, C. F. Elderkin; Honorary Secretary-Treas- 
urer, P. F. Seymour. Members of Council: one year—L. P. 
Leduc, D. L. Ross, W. O. Sharp, J. A. Towner and Harold 
T. Greetham; two years—A. I. Fleming, G. M. Hawthorn, 
R. E. Humphrey, W. S. Munro and J. A. Weldon. Trustees 
of Benevolent Fund: J. W. Ross, A. B. Brodie and John 
Patterson. Auditors: Frank P. Turville and P. M. McEn- 
tyre. 

The retiring President, Mr. Norman, in his address noted 
that, when he had accepted the office of President a year 
ago, the country was going through what was considered 
by most as probably one of the most serious crises in the 
history of the Empire. “During the past year,” he said, 
“we have seen further European countries fall to the ra- 
pacious bloodlust of Nazism and others drawn into its 
sphere of activity under the process of threat and deceit. 
Notwithstanding all that has happened during the year the 
British Empire is stronger and, if possible, more closely 
knit together today than it has ever been, and it would 
appear that with the enormous help being given to us by 
the United States we are beginning to see ourselves in the 
position in the near future of taking the offensive rather 
than as in the past year of having to be on the defensive— 
with the exception of the operations resulting in the de- 
feat of the Italian army in North Africa carried out under 
General Wavell. I mention these things because they are 
naturally uppermost in the minds of every one of us. The 
affairs of our individual businesses, social activities and 
organizations sink into pale insignificance in relation to 
matters which affect the future of our country and hopes. 
... We are still faced with the question constantly in our 
minds of what we can do to help our country and the Em- 
pire in the grave position in which they are today. The 
profession as a whole is doing a great deal; it is primarily 
carrying on with its day-to-day work which is so essential 
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to the economic life of the country as well as essential to 
the government so that it may have proper facts and figures 
on which to base its fiscal and economic programme. Mem- 
bers are with the Navy, Army and Air Forces and still 
others are filling positions with the various civil branches 
of the government in an endeavour to be of service. I think 
the answer to the problem is that we should all be prepared 
at any time when called upon by our government to do 
anything and everything within our power without thought 
of our personal situations and in the meantime, as instruct- 
ed in a speech over the radio which was given by His 
Majesty a little over a year ago, “Go about our business 
with our heads held high and with a smile.” 


On accepting the office of President for the ensuing year 
Mr. Campbell said (in part): “Within a very short time we 
shall be entering upon the third year of the most devastat- 
ing war that man has ever experienced and, while a com- 
paratively few of our Canadian young men have as yet 
come in contact with the enemy, nevertheless we have al- 
ready lost two of our promising young members and also 
a very prominent older member of our Society; and, as 
mentioned in the annual report, one hundred and twelve of 
our members and students are now on active service. In 
addition to those who are on active service we also have a 
number of members who are giving either their full time 
or part time in the government or military services and I 
think this is splendid proof of the consciousness of our 
members of their responsibilities to their country. 


“We have passed through a trying and difficult year and 
as the Rev. G. G. D. Kilpatrick said in a speech which he 
delivered on New Year’s day, ‘This is no ordinary hour in 
our national life, for by reason of the world situation it 
is not too much to say this is a day of destiny. What hap- 
pens in 1941 will, to a degree beyond man’s estimating, 
affect the course of human history for centuries to come.’ 
I am sure the members of this Society appreciate the sig- 
nificance of these words, also I know that they do not 
lack courage. In the meantime we shall carry on and do 
our duty to our country in whatever way we are directed, 
with the determination that there can only be but one con- 
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clusion—triumph for the only way of life which is worth 
living.” 

During the afternoon the annual golf tournament was 
held at the Mount Bruno Golf and Country Club. The Mc- 
Donald, Currie & Co. team won the McDonald Trophy. Other 
individual prize winners were A. R. Murray, low gross; P. 
Bonnier, low net; 2nd low gross, N. S. Verity; 2nd low net, 
Edward Tighe and G. H. Peck. 


SASKATCHEWAN 


The annual meeting of the Institute of Chartered Ac- 
countants of Saskatchewan was held 14th June 1941 in the 
Saskatchewan Hotel, Regina. 

The Secretary reported that of the membership of 187 
at 31st May, 103 were residing in Saskatchewan, six in 
British Columbia, nine in Alberta, eighteen in Manitoba, 
twenty in Ontario, ten in Quebec, sixteen in the United 
States, and two in England. Three are serving with the 
overseas Forces. The total registration of students at 31st 
May was 120, of whom twenty-one are with the defence 
Forces. 

The following are the officers and members of council 
for the year 1941-42: G. G. Patrick, President; C. P. De- 
Roche, Vice-President; Thos. H. Moffet, Secretary-Treasur- 
er; other members of council: M. Hesford, W. C. Jeffery, 
E. A. Rawlinson, Clair H. Smith, M. Givens Smith and W. 
M. Vicars. The members appointed to the council of the 
Dominion Association are C. P. DeRoche, M. Hesford and 
G. G. Patrick. C. P. DeRoche was appointed the Institute’s 
representative to the Committee on Education and Examin- 
ations of the Provincial Institutes. Mr. Hesford was elected 
a Fellow of the Institute. 

In addition to the business meeting there was a pro- 
gramme of social enjoyment arranged for the afternoon 
for the members and their ladies. The ladies were enter- 
tained at a tea at the home of Mrs. T. H. Moffet and there 
were fourteen out-of-town guests present. Some of the 
members of the Institute spent the afternoon at lawn bowl- 
ing and golf was arranged for those who desired to play. 
In the evening the annual dinner was held, which was ad- 
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dressed by Dr. Hilda Neatby of Regina College. Her sub- 
ject dealt with a comparison of British ideals and those 
of the totalitarian states, and the proof by history of the 
results attained by each. Following the dinner there was a 
dance which was well attended by the members and their 
ladies. 


OBITUARY 


The Late William John Valleau 


The Institute of Chartered Accountants of Ontario 
regrets to announce the death at Toronto on Sun- 
day, 20th July, of William John Valleau, former 
Registrar of the Institute, in his 83rd year. 


The late Mr. Valleau received his appointment as 
Registrar in November 1913 serving in that capac- 
ity for nearly twenty-two years until his retirement 
on account of illness in May 1935. During the 
earlier years of his association with the Institute 
he also assisted with the publication of The Canadian 
Chartered Accountant. In recognition of his worthy 
contribution to the interests of the Institute and 
the profession he was elected an Honorary Member 
at the annual meeting held 19th June 1936. 


Predeceased by his wife in 1940 he is survived 
by one son Philip of Toronto and two grandchildren 
to whom sincere sympathy is extended. 








STUDENTS’ DEPARTMENT 


STUDENTS’ DEPARTMENT 


R. G. H. SMAILS, C.A., Editor 


NOTES AND COMMENT 


There seems to be general agreement among writers of 
text books and practising accountants that the men in 
charge of an audit should familiarize themselves, as ac- 
countants but not as engineering experts, with the nature 
of the client’s plant, its products and operating methods. 
Only with this background can they effectively assess the 
adequacy of the system of internal check and understand 
the book records. “It is not expected that the accountant 
will be able to understand all that he sees or to exercise 
the function of an engineer, efficiency expert or appraiser, 
but he may obtain much helpful information and his client 
is usually glad to afford him the opportunity.” (Trouant, 
D. L., Financial Audits, p. 17). “The visit should be made 
after the examination has progressed so far that the senior 
has a rather comprehensive idea of the assets as shown 
by the books.” (Thornton, F. W., Duties of the Senior Ac- 
countant, p. 18). 

While the auditor properly and necessarily makes his 
inspection of the plant as an accountant and not as an 
engineer he might well, as soon as he receives an audit 
engagement in an industry whose technique is new to him, 
set about acquiring what might be called a good amateur 
knowledge of that technique. He will then understand more 
of what he sees and will be able to ask sensible questions 
which will lead to still further enlightenment. A starting 
point in this process would be a reference to the Encyclo- 
paedia Britannica or some such work, or, ideally to a book 
such as Sir William Bragg’s, Old Trades and New Knowledge, 
(London, G. Bell & Sons, Ltd. 1933) which contains a mas- 
terly exposition of the trades of the sailor, the smith, the 
weaver, the dyer and the potter. 


* * * 


Sir William Bragg, in his lecture on the trade of the 
weaver, reminds us that Hargreaves when he had perfected 
his spinning jenny, worked it secretly in his garret and so 
alarmed his neighbours by achieving a tale of work larger 
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than could possibly (they thought) be achieved by his small 
family that they spied on him, discovered his secret, broke 
up his machinery, and drove him from his home. “Can 
anyone see the answer to this riddle?” Sir William asks, 
“Why should not a man use his brain and all his powers 
to enable him to do something better than it has ever been 
done before? And how is it that, when he does, he may for 
a time bring harm to his neighbours? Perhaps we ought 
to leave such questions to the political economists, and yet 
I doubt if they can supply any other answer beyond that 
which we all can give: that when a man does his best it 
must not be only for himself.” 


* * * 


An English accountancy journal recently carried an ad- 
vertisement: “Furniture manufacturing business for sale. 
£10,000 losses carried forward. Business still on a moderate 
scale. Other taxation benefits available.” 

This would seem to be the British counterpart of the 
erstwhile American enterprise of making money out of not 
raising hogs. 


PROBLEMS AND SOLUTIONS 


Solutions presented in this section are prepared by practising 
members of the several provincial Institutes and represent the personal 
views and opinions of those members. They are designed not as 
models for submission to the examiner but rather as such discussion 
and explanation of the problem as will make its study of benefit to 
the student. Discussion of solutions presented is cordially invited. 


PROBLEM I 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


INTERMEDIATE EXAMINATIONS, 1940 
Accounting II, Question 2 (35 marks) 


The appended balance sheet of a company incorporated by Domin- 
ion charter has been drawn up for submission to the shareholders. 

You are to study its form and content and prepare therefrom, and 
from additional information provided below, a balance sheet which, 
in your opinion, will conform with legal requirements and with good 
accounting practice. 
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FREEMAN MANUFACTURING COMPANY, LTD. 
Balance Sheet, year ending 3lst December 1939 


Cash on hand $10,000 
Less Bank overdraft 5,000 
—— $ 5,000 

Temporary investment in marketable _ securities 
(market value $14,000) 20,000 
Bonds of other company 36,000 

Investment in wholly owned subsidiary 

cae NINN 2 MRICS rah sb 5s i os Sra) 0g aor asni a haa: weiner les ole as 30,000 
Accounts receivable—trade 150,000 
Notes receivable—trade 140,000 
Inventories—Merchandise 175,000 
Tools and equipment—estimated 750 
Stationery and office supplies 250 
Accrued interest on bonds 500 
Prepaid insurance 100 
Real estate taxes, 1940 400 
Land and buildings—Not used in business 25,000 
130,000 
Unissued shares 50,000 
Machinery and equipment—at cost 85,000 
Unpaid calls on share subscriptions 1,000 


$849,000 


Deduct: 
Accounts payable 
Accrued liabilities 
Notes receivable discounted with bank 
Reserve for doubtful accounts 
Reserve for notes receivable 
Reserves for depreciation: 
Machinery and equipment 
Buildings 
Dividends on preferred stock 


Capital stock and surplus $522,000 


Additional information: 

The investment in Jessiman, Ltd., has been reduced by divi- 
dends received totalling $20,000; the earnings of that company have 
exceeded the dividends paid by $5,000. 

Included in the asset “Accounts receivable—trade” is an amount 
of $10,000 owed by Jessiman, Ltd., in respect of an advance made 
by the parent company. 

The inventory of merchandise is valued at the lower of cost or 
market and the quantities are based on book records. 

The accrued interest on bonds is in respect of the half-year ended 
31st December 1939. 

The authorized share capital consists of 2,000 shares of 6% 
cumulative preferred stock of $100 each of which 1,500 shares were 
issued at the inception of the company and are fully paid, and 1,000 
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shares of common stock of $100 each all of which have been issued, 
but in respect of which there are unpaid calls amounting to $1,000. 

The company has been in existence for ten years. For the first 
three years the preferred dividends were paid to the shareholders; 
in each of the succeeding two years the preferred dividends were 
declared but have not been paid; since that time no dividends have 
been declared. 

Marketable securities were sold on 4th January 1940 and realized 
$14,000. 

Land and buildings not used in the business are stated at cost, 
but it is decided that a reserve of $10,000 shall be created to provide 
for probable loss on sale. 

Land and buildings in use were acquired on the inception of the 
company for a consideration of $110,000 of which $30,000 represented 
the value of the land. The buildings were then appraised by an in- 
dependent appraisal company and, as a consequence, their book value 
was immediately increased to $100,000 by a credit to surplus account. 

The accrued liabilities include an estimate of $10,000 in respect 
of Dominion and Provincial income taxes. 


SOLUTION 
FREEMAN MANUFACTURING COMPANY, LTD. 
Balance Sheet as at 31st December 1939 





ASSETS 
Current Assets: 
Sune INET NENA Sucre ore ce Ee RE Se or aag' $ 10,000 
Marketable securities at market value .......... 14,000 
Notes receivable—Trade ...............0ee cece $110,000 
PER RE a5 cbs ah ase been onuisnnuwbhee sess 1,000 109,000 
Accounts receivable—trade ................0000- 140,000 
Less Reserve for doubtful accounts ........... 2,000 138,000 
Inventories of merchandise — based on book 
records as to quantities, and valued at the lower 
oR Nr RENIN 6.525 is Saad oii bicwiowSoiwlete-aA e504: 175,000 
Accrued: interest On MORNE .....o66isk dic cecc sens 500 
Total Current Assets <.......066ciecees $446,500 
Prepaid Expenses: 
Stationery and office supplies .................. 250 
SE ae ae er ce en aa 100 
Seen) I EN ra os nec SAGAS NESE duweaneTenece 400 750 






Investment in bonds of other company—at cost .... 36,000 







Investment in shares of wholly owned subsidiary— 
DEC TES, Conic kalsas mee bes swunasiseiers os 55,000 
Advance to Subsidiary—Jessiman, Ltd. .......... 10,000 
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Fixed Assets: 
Land—at cost 
Buildings—at a value based on an apprais- 
al made by the—Appraisal Company 
on 31st December 1929 
Less Reserve for depreciation 40,000 60,000 


Machinery and equipment—at cost 
Less Reserve for depreciation 


Tools and equipment—at estimated value 90,750 


Land and buildings not used in business—at cost.. 25,000 


$664,000 


Current Liabilities: 
Bank overdraft 
Accounts payable—trade 
Accrued liabilities 
Reserve for Dominion and provincial income taxes 
Dividends on preferred stock declared but unpaid 


Total Current Liabilities 
Reserve for loss on sale of land and buildings not used in 
business 10,000 


Share capital: 
Authorized: 
2,000 shares of 6% cumulative preferred stock 
of $100 each 
1,000 shares of common stock of $100 each.... 100,000 


$300,000 


Issued: 
1,500 shares of 6% cumulative preferred stock 


fully paid 
1,000 shares of common stock 
Less Unpaid Calls 1,000 99,000 249,000 


Earned surplus 256,000 
Capital surplus arising out of re-valuation of build- 
20,000 


$664,000 


Contingent liability—Notes receivable discounted $30,000. 

Dividends received from wholly owned subsidary—Jessiman, Ltd. 
—have been credited to Surplus Account; the remaining profits of 
the subsidiary to date have been added to the value of the investment 
as shown above. 

At 31st December 1939 cumulative preferred dividends amounting 
to $45,000 had not been declared and, consequently, are not included 
as liabilities in the above balance sheet. 
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PROBLEM II 


THE PROVINCIAL INSTITUTES OF CHARTERED 
ACCOUNTANTS 


FINAL EXAMINATIONS, 1940 
Accounting III, Question 3 (20 marks) 


The following balance sheet shows the condition of A. B. Co. Lim- 
ited as at 3lst December 1939. 






ASSETS 
Se or eater sae ek ewnee whiskies ouiew ace uwiewas > $ 3,000 
Ree RII sos circ b's cisig asian abicie Wa we 55,000 
PE EOUIUMIED GWiidu owns biksksableessnwswane sce $ 255,000 
ese Reserve for Dad Gebts . «2.0.6 sccccsccccecss 5,000 
——__ 250,000 
MOrGhanGined IMVETUOTY ..0.5.0cceccccccsvcsccscese 77,000 
Investment in C. D. Co. Limited shares .......... 30,000 
CCE "REG BRIDGE soi nice eis sien cdiea sess $ 95,000 
Less Reserve for depreciation .............csseees 25,000 
——- 70,000 
BEM Phi eo Setrsu a were ease wis Suns ws cea eean $ 88,000 
Less Reserve for depreciation .................... 13,000 
75,000 
PM STEAL ESS ay SECu AN chek aa se uwa sic sh SNSa sais 110,000 
UUDEU MER eR ane Gates ce dats & istaradetn ans wip tolain oe BM Sie OS RS 125,000 







$795,000 






PMO Nc OS c co hisisawe eh aa milics aie einen eee esse wa we aeines 







IN I 5555 onc ig 5 is ces ical bw op WR ao a SIS ORGS beware 310,000 
SEE INNES = 5515 oh gua sie Sissies esis wid ooo Sela wwia'o 6a Siew less 10,000 
SN EEEO SCA co cette eae che woh ache c eames Sea ee 175,000 
SS SRNR ho Sik Suresmicow s om os aw aise ee a uiewaln ae wiw.a ers 250,000 






EN oP e eRe con cashier ses a ee ee ree aenNe PROMS 








$795,000 





The company has had difficulty in meeting its current claims 
and, on 10th January 1940, it will become liable for $30,000 (not 
included in the above) on accommodation paper to that amount be- 
cause of the bankruptcy of the makers. At a meeting of its creditors, 
where this condition of affairs was disclosed, it was decided to call 
you in to prepare a statement of affairs on a liquidating basis, de- 
ficiency account, and to estimate the rate on the dollar of the dividend 
that the company will be able to pay to unsecured creditors. 


You ascertain the following:— 
A. B. Co. Limited will receive 50% of its claim against the makers 
of the accommodation paper. 
Cash includes $500 in I.0.U.’s not collectible. 
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Notes receivable, all estimated good, are pledged with creditors on 
open account to secure claims of $61,000. 

Of the amounts receivable, $100,000 are good; $80,000 doubtful, 
estimated at 50% of their value; and the remainder bad. 
20 an merchandise is estimated to bring $50,000 and the machinery 

The land is estimated to yield $125,000, but the total of the land 
and buildings given as security to the bondholders is expected to 
yield no surplus above the claims of the bondholders. 

The C. D. Co. Limited shares are pledged with the holders of 
notes payable, and should produce a surplus of $10,000. 

The accrued expenses include: taxes $1,500, wages $3,500, and 
past due bond interest of $5,000. 

Prepare the statements requested by the creditors. 
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